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attempts to master my course. Thanks 
a lot!” 


The above paragraph from a student- 
member’s letter is typical of the many 
received by us. The cordial and happy 
relationships existing between H.R.I. 
and our student-members is evidenced 


Freedom of Interchange between States .. 


Student-members may transfer from 
one State or location to another, with- 
out cost or interruption of study or 
service facilities. This policy and our 
eight branches proved of outstanding 


A Lifelong Scholarship . . 


You-join an enthusiastic, privileged 
group and secure for your personal 
use the advantages of virtually a life 
scholarship in co-operation and assist- 
ance, enjoying collaboration with 
skilled vocational and tutorial special- 
ists and all the exclusive advantages 
of our comprehensive, nation-wide ser- 
vice facilities. By our text replace- 
ment plan your texts can be kept 


Under H.R.I. You Make No Experiment 


Tutorial Efficiency, Stability, 
safeguard the 
student. Particulars of our Service will be gladly supplied on request. 


Assured Results, 
liberal Protective Policy, 


by the effective and assured tuition 
results obtained. 

There is always a welcome hand at 
H.R.I. both after, as well as during, 
the period of studency. As an 
H.R.I. student-member and graduate 
our nation-wide organization  co- 
operates with you, enthusiastically, in 
every way possible, throughout your 
business lifetime. This service alone 
repays many times the moderate coct 
of tuition. 


convenience to H.R.I. student-members 
on service during the war. Unused 
tuition may be transferred to another 
without extra cost and with the same 
guarantee of tuition success. 


permanently up to date; this ensures 
keeping abreast of new developments. 
There is a standing invitation to each 
student-member, past or present, to 
avail himself of all the privileges and 
facilities available at each of our 
Offices . . . a convenient, nation-wide 
service provided by letter, telephone 
or personal call. 


Enterprise, and a 
interests of each H.RI. > 


/894 





HEMINGWAY ROBERTSON INSTITUTE 
Consulting Accountants 


Founded and 


8 BANK HOUSE 
8 BARRACK HOUSE 


and at all Capital Cities, 


BANK PLACE 


Hemingway & Robertson Pty. Ltd. 
Professional Tutors 
MELBOURNE 
SYDNEY 
Launceston 


16 BARRACK ST. 


Newcastle and 




















The Australian Accountant 


Published monthly for the Commonwealth Institute of Accountants, 
The Australasian Institute of Cost Accountants, 
and the New Zealand Institute of Cost Accountants (Incorporated) 


SEPTEMBER, 


Subscription: 
Per annum, 12/6 
Single copies, 1/6 


1949 


ACCOUNTING AND SHIFTING PRICE 
LEVELS 


by 


R. J. CHAMBERS, B.EC., A.I.C.A. 


(Based on a paper read before The Commonwealth Institute of 


Accountants, New South Wales 


The valuation of stock and provision for 
depreciation have long been recognized as 
the two most complex problems in account- 
ing. Their complexities have ben in- 
creased by actual changes, and by expec- 
tations of changes, in prices levels, during 
the past decade particularly. Though 
business managers are really closely con- 
cerned, the technical aspects of providing 
for these changes have largely been left to 
accountants — depreciation and valuation 
theories have been regarded as part of ac- 
counting practice rather than of manage- 
ment theory. 

This paper deals with some of the im- 
plications of changes in price levels as 
they affect depreciation accounting and 
the basis of accounting practice generally. 
This is not to deny or to minimize the 
importance of inventory valuation theory 
and practice; the limitation enables us to 
concentrate on a particular group of prob- 
lems more effectively than if we had to deal 


Division, on May 18th, 1949.) 


at the same time with two such groups. 
The principal intention is to present some 
other views than those so widely supported 
by accountants. 

On the bases and methods of providing 
for depreciation of fixed assets, different 
views prevail in the camps of accountants, 
managers, economists, taxation experts and 
advisers of governmental treasurers. It is 
impossible that these points of view can all 
be conducive to the most satisfactory con- 
duct of business operations, meaning, by 
‘most satisfactory,’ those operations which 
yield the greatest long-run social benefits. 
It is also impossible that all these points of 
view are compatible with the aims of the 
managers of many individual business un- 
dertakings. Though we are constrained in 
practice to follow one of the accepted 
methods by reason of external influences, 
we Should not therefore abstain from ex- 
amining the advantages and deficiencies of 
other methods. 


THE PROBLEM OF DEPRECIATION ACCOUNTING 


The common bases of provisions for de- 
preciation are (a) actual money costs and 
(b) estimated replacement costs. In stat- 
ing the alternatives thus baldly it is 
sought to emphasize what is important 
for present purposes and to avoid intro- 


ducing the complications which arise 
from the variety of methods applied to 
both bases. 


The former basis is commonly 
favoured, for some theoretical but mainly, 
practical reasons, by accountants, and for 
sound practical reasons by taxing 
authorities. The replacement cost basis is 
championed by business men mainly, by 
men with an eye to the important busi- 
ness problems of fixing prices and of 
maintaining the solvency of their busi- 
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Problem of Depreciation Accounting—continued 
ness units; it is also in a measure sup- 
ported by certain economic considera- 
tions which some economists, in America 
particularly, have rather graphically 
pointed out in recent utterances on busi- 
ness profits. The decision one reaches is 
not a mere bagatelle; it must have far- 
reaching effects, not only on business 
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practice but also on accounting theory, 
as will be shown. The basis adopted by 
business managers or accountants or by 
taxing authorities can be readily shown 
to affect directly company profits avail- 
able for distribution as dividends, the 
prices of goods and hence the general 
price level, and the capital structures of 
business undertakings in the future. 


THE PURPOSE OF DEPRECIATION ACCOUNTING 

the great bulk of accountants and associa- 
tions of accountants on the ground that 
money cost is an “objective” basis, a mat- 


When the repercussions are so wide the 
importance of the issue must be granted. 
Little progress can be made, however, 
without some concept of the real purpose 
of depreciation provisions and of the ob- 
jective of depreciation accounting. At 
this point we meet confusion. The pur- 
poses of making depreciation provisions 
have been variously described as: 

(a) to recover money costs; 

(b) to replace assets; 

(c) to maintain invested capital; 

(d) to maintain earning capacity; 
and a moment’s reflection will suggest that 
these stated purposes may, in almost all 
real circumstan:~s, mean different things. 

The first is the purpose ascribed to de- 
preciation provisions by the traditional 
accounting approach; it is supported by 


BY WHOSE 
Recognition of the fact that there is a 
variety of purposes which could’ be 
adopted for depreciation accounting 
forces us a stage further back than ac- 
counting technique to the question, “By 
whose authority are financial statements 
prepared and by whose authority are 
depreciation provisions determined ?” 
The ideal answer to this is not hard to 
find; financial accounts are drawn up as 
a report of the stewardship of the man- 
agement, and therefore we may say that 
their contents are and in particular, the 
depreciation provision is, a reflection of 
managerial decisions. But the _ ideal 
answer is not always the correct descrip- 
tion of practice. In fact, not all mana- 
gers, a minority of managers perhaps, give 
any considerable thought to the extent of 
the depreciation provision or to its pur- 
pose ; the matter is left in the hands of the 
accountant very often. 
Now, I imagine it is largely due to the 
more critical approach, in recent decades 
both to accounting theory and to business 


ter of record, whereas other cost bases 
must inevitably be a matter of unveri- 
fiable opinion. This argument has an ap- 
peal about it which very satisfying 
to those who are conservative in their 
views. But insofar by accepted ac- 
counting practices, there is applied to 
this objective basis a yearly correction 
which is anything but objective, the merit 
of the above argument is diminished. One 
may further criticize the “objectivity” 
arguigent by denying the relevance of 
values which were objectively determined 
years ago (in quite a_ different 
economic environment to the problems 
of business today. 


AUTHORITY? 


management that the accountant 
himself in difficulties. The accountant 
has developed a theory of his subject in 
which he accepts the fact that his balance 
sheet is a hotch-pot of money items with 
no common purchasing-power base: in 
other words, he is wedded to preparing 
statements on the basis of money 
Traditionally the accountant’s basis for 
depreciation accounting is cost; and tra- 
ditionally, by a convenient rule, account- 
ants provide for depreciation on some for- 
mula which is applied consistently year 
after year to original cost or residual 
cost. 

But the war, and more forcibly the 
post-war years have upset this rather 
pleasant, because formalized, scheme of 
things. Price levels have moved consider- 
ably more than they had done almost for 
a generation, and the anomalies the 
movement has forced upon us have be- 
come the stamping ground of the finan- 
cial press, business men, economists and 
some adventurous accountants. 


is 


as, 


some 


finds 


cost. 
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FINANCIAL STATEMENTS MUST INFORM 


As stated above, accounting statements 
are commonly regarded as reports of 
stewardship, reports not of purely de- 
tached interest to accountants but in- 
tended to inform, to advise, to provoke 
action When necessary. And they are not 
regarded in this way solely by the ignor- 
ant. The authority of the law, and of 
many of our distinguished brother ac- 
countants backs up this view. “Financial 
statements are usually intended to be 
acted upon, and once issued they may be 
put to any one of many uses by those 
into whose hands they come. They are 
significant even more on account of the 
inferences that are likely to be drawn 
from them on account of their character 
as statements of fact or opinion” (G. O. 
May, Financial Accounting, page 19). 

It is largely because of this notion of 
external usefulness that we have, put for- 
ward by leading theorists, a concept or 


doctrine of disclosure; and today dis- 
closure is considered very widely to be a 
duty of fundamental importance. The 
examples commonly given of the idea of 
disclosure turn on the proper grouping 
and description of items in financial 
statements. But, no matter how explicit 
the descriptions are, it may be contended 
that insofar as historical cost is used in 
computing depreciation, shareholders and 
investors are being led up the garden 
path; they are being fooled by the talk 
of disclosure to rely on statements which 
may give an egregiously incorrect view 
of the state of their companies. 

Nor is this all; the historical cost pro- 
cedure puts in the hands of less serupu- 
lous business people a first-class tool for 
deliberately evading the issue of rising 
prices and for window dressing in the 
guise of correct or accepted practice. 

But let us return to the main argument. 


REAL AND CONVENTIONAL COSTS 


Economists and business managers 
have been slow to approach the problems 
of the accounting treatment of deprecia- 
tion, but now there is a widespread con- 
viction among them that the traditional 
methods of the accountant are inadequate 
and unsatisfactory. They generally be- 
lieve that in times of rising price levels 
the depreciation provision should be 
greater than the provision which would 
result from using the money cost basis. 

Economists justify their view on the 
ground that provisions which give effect, 
in some measure, to changes in the price 
level, enable a better approximation to 
be made to real income or real profit, as 
distinct from the book profits which tra- 
ditional accounting methods would yield. 
Or to put it another way, when price 
levels change, the profits computed by 
traditional methods inelude profits or 
losses on trading and profits or losses on 
movements in the value of the currency, 
and these two should be segregated in the 
interest of all parties affected by those 
profits or losses. 

Conventional methods give rise to grave 
inconsistencies when price levels change. 
In periods of sharply rising prices money 
incomes tend to increase just as other 


prices increase, but real incomes don’t 
necessarily change at all; the teal in- 
comes of fixed money-income groups de- 
cline. Now, out of the money incomes of 
businesses, depreciation provisions are 
made, dividends are paid and reserves 
are augmented. The depreciation pro- 
vision in particular is thus an amount in, 
say 1949 £’s set off against an amount 
which appears in the balance sheet as an 
asset expressed in £’s, but which really 
should be expressed in, say, 1939 £’s. If 
1949 £’s are worth, in purchasing power, 
anything less than 1939 £’s were worth, 
then firstly, the provision is inadequate 
to maintain the real capital (e.g., produe- 
tive capacity), and secondly, the effect is 
like subtracting a precise number of little 
red radishes from a given number of large 
green cabbages, to use the terms of F. 


Leger, quoted by Sweeney. In short the 


illusion of preciseness is the only sig- 
nificant reality to those who disregard 
changes in the value of money. 


The business man thinks in rather dif- 
ferent terms, but his conclusions are not 
very different from those of the econo- 
mist. Some recent statements on the gen- 
eral problem will be given. 
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Real and Conventional Costs—continued 


The first example is that of Lever Bros. 
and Unilever Ltd. The Chairman’s ad- 
dress at the Annual General Meeting in 
August, 1948, includes the following 
statement: 

“The cost value of our fixed assets at 
the end of 1947 was £88 million, and 
depreciation is being charged in the nor- 
mal way, which will lead to the aecumu- 
lation in due course of this sum for re- 
placements, as and when they are re- 
quired. Today, however, we estimate that 
to replace our existing fixed assets would 
cost £148 million, so that at present price 
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levels our depreciation fund would be 
about £66 million short of our require- 
ments. The only way in which we 
can maintain that part of our capital 
which is invested in fixed assets is to 
recover in the price of our products an 
amount which truly represents the 
wastage in value of our fixed assets at 
present-day prices. If we cannot do this, 
then we shall be fixing our selling prices 
on a basis below real cost, and if the busi- 
ness community as a whole does the same 
thing, then the country will be consum- 
ing a part of its capital instead of paying 
its way. Selling prices must be so 
fixed as to bear relation to real cost.” 


SOME CRITICISMS 


Some comment on this way of fixing 
prices seems necessary at this point. The 
method suggested has been lampooned by 
accountants. Fortune (January, 1949), 


quotes one as saying, ‘‘what is really pro- 
posed is a NIFO system (a new addition 
to the IFO family, meaning next-in-first- 
out) since plant not yet acquired would be 


written off against current income.’’ But 
this view doesn’t scratch the surface of 
economic reality. If it is the purpose of 
depreciation accounting to maintain the 
earning capacity of an undertaking—and 
no accountant yet seems to have challenged 
this assumption—pricing on the basis of 
known changes in purhasing power is a 
logical way of giving effect to that pur- 
pose. As Sir Geoffrey Heyworth said, 
**Selling prices must be so fixed as to bear 
relation to real cost,’’ i.e., economic cost 
not some probable future cost. 

This seems to be a critical point in the 
controversy. We noticed how one sup- 
porter of the historical cost basis claims 
that basing the provision on something 
like replacement cost is writing off an asset 
not yet acquired. Another view is that using 
the replacement cost basis is tantamount 
to making a capital levy on the community 
to enable a business to replace its fixed 
assets. Before a joint committee of the 
United States Senate and House of Repre- 
sentatives at the end of last year, the 
major labour organizations made this claim 
in respect of American industry generally. 
These views seem to place far too much 
weight on the idea of actual replacement 
and lose sight of a significant feature of 


the economies of rising prices; due, it is 
suggested, to misunderstanding or 
fusion about the nature of costs. 


con- 


These arguments miss the point which is 
of immediate concern to economists, who 
dislike the unqualified term and 
seek to be much more precise in their 
terms, and to business men who find they 
have to pay at current rates for everything 
else they use—labour and all materials and 
services used in production. Fixed assets 
like buildings and plant may quite realis- 
tically be considered as bundles of services 
(e.g., factory space, machine hire, ete. 
purchased in advance, services which if 
purchased from month to month would be 
sharged at prices adjusted almost automatic- 
ally to changing price levels. The object 
of providing for depreciation at a rat 
estimated on probable replacement costs is 
to do just this: to give to current usage of 
assets bought in previous years a value, 
at today’s prices, of equivalent services. 
It is submitted that replacement of identi- 
cal assets doesn’t enter into the question; 
and the idea that replacement cost in effect 
makes a capital levy on the community 
seems to me to violate the meaning of a 
capital levy. It is true to say that failure 
to provide at a figure approaching re- 
placement cost results in counting as pro- 
fits what are really unrecorded, but none- 
theless definite, costs. Harvard Professor 
of Economics, Summer H. Slichter, has 
estimated that over the past three years 
American corporations have thus over- 
stated profits by some 15,400 million dol- 
lars, and the National City Bank of New 


‘cost 
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Some Criticisms—continued 
York has estimated that for the 
largest manufacturing corporations 


100 
in 


U.S.A. 1947 profits, after allowing depre- 


PRACTICE IN 


Here are the views of some Australian 
directors on the same theme. Sir Nor- 
man Brookes, addressing the annual gen- 
eral meeting of Australian Paper Manu- 
facturers Limited, in September last, 
said : 

“The net figure of £2,881,407 appears in 
the Balance Sheet before you against the 
‘Fixed Assets’ and it will be 
this is after a total provision for Depre- 

tion, Amortisation and Obsolescence of 
3,498,528 has been made over the years. 

replace these ‘Fixed Assets’ would 
st today well over ten million pounds. 
the one hand we have the very con- 
servative position that our Fixed Assets 
in terms of today’s values for equivalent 
capacity are nearly four times greater 
than appears on the Balance Sheet. On 
the other hand, your directors must ask 
themselves whether the provision of 
£3.498.000 for depreciation, ete., based 
largely on the pre-war basis adopted by 
your company, is adequate in the light of 
today’s changed and changing values.” 

Mr. Maurice Shmith, at the twenty- 
fourth annual general meeting of Yellow 
Cabs of Australia Limited dealt with his 
company’s problem in the following 
terms: 


item seen, 


“IT am afraid it is not generally recog- 
nized that the preservation of effective 
working capital is a matter of fundamen- 
tal importance, not only to private enter- 
prise, but to the nation as a whole, and 
that the effectiveness of capital is greatly 
reduced by the incidence of rising prices, 
particularly in a business such as ours, 
where so much working capital is repre- 
sented by fast-depreciating assets which 
must be replaced continuously at rela- 
ticely short periods of time. For example, 
if before the war taxicab units cost, say, 
£400 each, as compared with the present 
price of £800, it follows that the effective- 
ness of part of the fixed capital of the 
company has been reduced. There are 
two ways of making good this loss of 
effective capital : 
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ciation on money cost was 14.3 per cent., 
whereas corrected to meet replacement 
costs at 1940 values only 8.8 per cent. 
would have been shown. 


AUSTRALIA 


1. By the creation of reserves within 
the business, either charge 
against or an appropriation of pro- 
fit ; 
By making 


share issue. 


as a 


or 


new fixed capital or 

“It is the opinion of your Board that 
losses of effective working capital by the 
incidence of rising prices should be an- 
ticipated as far as possible, and provided 
for by the first method, namely, as a 
charge against appropriation of 
profits.” 


A 


or an 
number of other have 
recognized the effect of rising prices on 
the maintenance of effective capital. 
Hume Pipe appropriated from profits in 
1948 £20,000 to augment a Plant Depre- 
ciation Reserve. Dunlop Rubber set 
aside £50,000 from the 1948 profit to make 
up for the material increases in costs of 
plant and equipment. Yarra Falls added 
£25,000 to its Machinery and Plant Re- 
placement Reserve which was set up to 
meet the greatly increased cost of new 
machimery. 


companies 


Now one can imagine the supporters of 
the money cost basis feeling quite satis- 
fied with this treatment of the rise in 
plant costs. To appropriate extra sums 
from profits for replacement purposes 
seems quite excusable, whereas to charge 
extra sums in arriving at profits seems 
to be anathema. This _ inconsistency 
arises, we believe, from the formalities of 
accounting rathes than from any under- 
lying reality. We cannot believe that 
shareholders alone carry the burden of 
earmarking such extra provisions from 
profits. Consideration of the problem of 
pricing must convince one that 
prices will, subject to external controls, 
be so fixed that current costs, taxation, 
dividends and reserves are all provided 
for. Dividends cannot be made to suffer 
indefinitely from a failure of management 
to raise prices to meet real costs, or as 
managers may state it, to meet replace- 
ment costs. (Note: Replacement cost is, 


goods 
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Practice in Australia—continued 

I believe, to be construed liberally rather 
than literally. It seems to be only a con- 
venient way of saying “considerably more 
than money cost when prices are rising” 
or “considerably less when prices are 
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falling”. The difficulty of accurately de- 
termining replacement cost is not be- 
littled, but accurate determination is not 
critical to the theory which claims that 
greater provision must be made than his- 
torical cost allows.) 


PRODUCT PRICING 


Some have said that the adoption of a 
real cost, or replacement, basis for depre- 
ciation provisions will have the effect of 
intensifying booms and depressions, by 
increasing the incomes of shareholders 
when prices are rising and creating a new 


pressure on the price level and the sup- 
ply of goods, and by the reverse process 
But, the effect 
of the depreciation basis adopted on the 
prices of goods is dependent on several 
things. 

It depends, for example, on the rela 


when prices are falling. 


tionship between price and cost. For, in 
which demand is far in 
which for other 
price compe 
what the 


absen ‘ 


an industry in 
excess of supply, or in 
there is no great 
matter 


reasons 
tition, it 
for depreciation is; in the 


may not pro 


Vision 


of external controls we will be 


price 


related to 


int eon 


‘pared to “iy cost, 


hence the postulated pressure on supplies 
and services need not occur. In addition, 
of course, high prices may induce new 
competitors to enter industry, depressing 
the prices of finished goods. (Note: This 
is only a brief statement covering the 
situation where competition is keen, 
manufacturers have reasonably full 
knowledge of their costs and act mainly 
from economic considerations. A similar 
argument would cover falling prices. 
Other eritiecs of the replacement cost 
basis have pointed out that it cannot be 
consistently applied for when prices be 
gin to fall; men will want 
recover depreciation at a higher rate t] 
the replacement 
or to make greater reserves to meet | 
in the fixed 
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Business Capitalization—continued 


ences as currency depreciation. W. Hos- 
mer in The Accounting Review of March, 
1938, gives some classic examples of the 
effects of failure adequately to provide 
for depreciation, without specific refer- 
ence to the effect of currency deprecia- 
tion: he gives American cases in which, 
over a ten-year period, profits were over- 
stated by 41 per cent., 108 per cent. and 
830 per cent. of the profits as corrected 
by subsequent adjustments in capital 
values. 

Reconstructions or surplus adjustments 
such as these companies had to undergo 
can be made less severe (not to say 
avoided) if prices are such that adequate 
reserves can be built up and if managers 
are cognizant of the effects of shifting 
price levels on profit calculations. 

Failure to provide depreciation § pro- 
visions or reserves on a real cost basis 
will result, if a long period of rising 
general over 


prices occurs, in the 


capitalization of 
I av that recourse to the 


business undertakings 
capital mar 
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ket is the only reasonable method of 
meeting increased costs of capital goods 
is to force on business and industry a 
situation in which profit rates must fall 
lower and lower as prices rise, not be- 
cause business is less profitable but be- 
cause capital, paid-up capital, is steadily 
increasing. If all undertakings accepted 
the same accounting and _ price-fixing 
technique, this may not place any one 
company at a disadvantage. But when 
these processes differ, some companies 
less conservative and less sound, would 
be more attractive to investors, and more 
conservative undertakings would be 
much less attractive. This increases the 
speculative aspect of investment in securi- 
ties, particularly in post-depression years. 

Acceptance of the real cost basis of 
providing for depreciation would con- 
tribute thus to the stabilization of invest- 
ment values to the general advantage of 
investors. The effect generally will be to 
foster conservatism in the financial man 
agement of companies and to ensure a 
better description of the real character of 


business capitalization 
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Problem of Depreciation Accounting—continued 
ness units; it is also in a measure sup- 
ported by certain economic considera- 
tions which some economists, in America 
particularly, have rather graphically 
pointed out in recent utterances on busi- 
ness profits. The decision one reaches is 
not a mere bagatelle; it must have far- 
reaching effects, not only on business 
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practice but also on accounting theory, 
as will be shown. The basis adopted by 
business managers or accountants or by 
taxing authorities can be readily shown 
to affect directly company profits avail- 
able for distribution as dividends, the 
prices of goods and henee the general 
price level, and the eapital structures of 
business undertakings in the future. 


THE PURPOSE OF DEPRECIATION ACCOUNTING 


When the repercussions are so wide the 
importance of the issue must be granted. 
Little progress can be made, however, 
without some concept of the real purpose 
of depreciation provisions and of the ob- 
jective of depreciation accounting. At 
this point we meet confusion. The pur- 
poses of making depreciation provisions 
have been variously described as: 

(a) to recover money costs; 

(b) to replace assets; 

(c) to maintain invested capital; 

(d) to maintain earning capacity ; 
and a moment’s reflection will suggest that 
these stated purposes may, in almost all 
real circumstan.:-s, mean different things. 

The first is the purpose ascribed to de- 
preciation provisions by the traditional 
accounting approach; it is supported by 


the great bulk of accountants and associa- 
tions of accountants on the ground that 
money cost is an “objective” basis, a mat- 
ter of record, whereas other cost bases 
must inevitably be a matter of unveri- 
fiable opinion. This argument has an ap- 
peal about it which is very satisfying 
to those who are conservative in their 
views. But insofar as, by accepted ac- 
counting practices, there is applied to 
this objective basis a yearly correction 
which is anything but objective, the merit 
of the above argument is diminished. One 
may further criticize the “objectivity” 
arguyent by denying the relevance .of 
values which were objectively determined 
some years ago (in quite a different 
economic environment) to the problems 
of business today. 


BY WHOSE AUTHORITY? 


Recognition of the fact that there is a 


variety of purposes which could be 
adopted for depreciation accounting 


forces us a stage further back than ac- 
counting technique to the question, “By 
whose authority are financial statements 
prepared and by whose authority are 
depreciation provisions determined ?” 

The ideal answer to this is not hard to 
find; financial accounts are drawn up as 
a report of the stewardship of the man- 
agement, and therefore we may say’ that 
their contents are and in particular, the 
depreciation provision is, a reflection of 
managerial decisions. But the ideal 
answer is not always the correct descrip- 
tion of practice. In fact, not all mana- 
_ gers, a minority of managers perhaps, give 
any considerable thought to the extent of 
the depreciation provision or to its pur- 
pose ; the matter is left in the hands of the 
accountant very often. 

Now, I imagine it is largely due to the 
more critical approach, in recent decades 
both to accounting theory and to business 


management that the accountant finds 
himself in difficulties. The accountant 
has developed a theory of his subject in 
which he accepts the fact that his balance 
sheet is a hotch-pot of money items with 
no common purchasing-power base: in 
other words, he is wedded to preparing 
statements on the basis of money cost. 
Traditionally the accountant’s basis for 
depreciation accounting is cost; and tra- 
ditionally, by a convenient rule, account- 
ants provide for depreciation on some for- 
mula which is applied consistently year 
after year to original cost or residual 
cost. 

But the war, and more forcibly the 
post-war years have upset this rather 
pleasant, because formalized, scheme of 
things. Price levels have moved consider- 
ably more than they had done almost for 
a generation, and the anomalies the 
movement has forced upon us have be- 
come the stamping ground of the finan- 
cial press, business men, economists and 
some adventurous accountants. 
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As stated above, accounting statements 
are commonly regarded as reports of 
stewardship, reports not of purely de- 
tached interest to accountants but in- 
tended to inform, to advise, to provoke 
action when necessary. And they are not 
regarded in this way solely by the ignor- 
ant. The authority of the law, and of 
many of our distinguished brother ac- 
countants backs up this view. “Financial 
statements are usually intended to be 
acted upon, and once issued they may be 
put to any one of many uses by those 
into whose hands they come. They are 
significant even more on account of the 
inferences that are likely to be drawn 
from them on account of their character 
as statements of fact or opinion” (G. O. 
May, Financial Accounting, page 19). 

It is largely because of this notion of 
external usefulness that we have, put for- 
ward by leading theorists, a concept or 


Economists and business managers 
have been slow to approach the problems 
of the accounting treatment of deprecia- 
tion, but now there is a widespread con- 
viction among them that the traditional 
methods of the accountant are inadequate 
and unsatisfactory. They generally be- 
lieve that in times of rising price levels 
the depreciation provision should be 
greater than the provision which would 
result from using the money cost basis. 

Economists justify their view on the 
ground that provisions which give effect, 
in some measure, to changes in the price 
level, enable a better approximation to 
be made to real income or real profit, as 
distinct from the book profits which tra- 
ditional accounting methods would yield. 
Or to put it another way, when price 
levels change, the profits computed by 
traditional methods include profits or 
losses on trading and profits or losses on 
movements in the value of the currency, 
and these two should be segregated in the 
interest of all parties affected by those 
profits or losses. 

Conventional methods give rise to grave 
inconsistencies when price levels change. 
In periods of sharply rising prices money 
incomes tend to increase just as other 


The Australian Accountant 


FINANCIAL STATEMENTS MUST INFORM 


REAL AND CONVENTIONAL COSTS 
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doctrine of disclosure; and today dis- 
closure is considered very widely to be a 
duty of fundamental importance. The 
examples commonly given of the idea of 
disclosure turn on the proper grouping 
and description of items in financial 
statements. But, no matter how explicit 
the descriptions are, it may be contended 
that insofar as historical cost is used in 
computing depreciation, shareholders and 
investors are being led up the garden 
path; they are being fooled by the talk 
of disclosure to rely on statements which 
may give an egregiously incorrect view 
of the state of their companies. 

Nor is this all; the historical cost pro- 
cedure puts in the hands of less scrupu- 
lous business people a first-class tool for 
deliberately evading the issue of rising 
prices and for window dressing in the 
guise of correct or accepted practice. 

But let us return to the main argument. 





prices increase, but real incomes don’t 
necessarily change at all; the teal in- 
comes of fixed money-income groups de- 
cline. Now, out of the money incomes of 
businesses, depreciation provisions are 
made, dividends are paid and reserves 
are augmented. The depreciation pro- 
vision in particular is thus an amount in, 
say 1949 £’s set off against an amount 
which appears in the balance sheet as an 
asset expressed in £’s, but which really 
should be expressed in, say, 1939 £’s. If 
1949 £’s are worth, in purchasing power, 
anything less than 1939 £’s were worth, 
then firstly, the provision is inadequate 
to maintain the real capital (e.g., produe- 
tive capacity), and secondly, the effect is 
like subtracting a precise number of little 
red radishes from a given number of large 
green cabbages, to use the terms of F. 
Leger, quoted by Sweeney. In short the 
illusion of preciseness is the only sig- 
nificant reality to those who disregard 
changes in the value of money. 


The business man thinks in rather dif- 
ferent terms, but his conclusions are not 
very different from those of the econo- 
mist. Some recent statements on the gen- 
eral problem will be given. 

















Real and Conventional Costs—continued 


The first example is that of Lever Bros. 
and Unilever Ltd. The Chairman’s ad- 
dress at the Annual General Meeting in 
August, 1948, includes the following 
statement : 

“The cost value of our fixed assets at 
the end of 1947 was £88 million, and 
depreciation is being charged in the nor- 
mal way, which will lead to the aceumu- 
lation in due course of this sum for re- 
placements, as and when they are re- 
quired. Today, however, we estimate that 
to replace our existing fixed assets would 
cost £148 million, so that at present price 


- SOME CRITICISMS 


Some comment on this way of fixing 
prices seems necessary at this point. The 
method suggested has been lampooned by 
accountants. Fortune (January, 1949), 
quotes one as saying, ‘‘what is really pro- 
posed is a NIFO system (a new addition 
to the IFO family, meaning next-in-first- 
out) since plant not yet acquired would be 
written off against current income.’’ But 
this view doesn’t scratch the surface of 
economic reality. If it is the purpose of 
depreciation accounting to maintain the 
earning capacity of an undertaking—and 
no accountant yet seems to have challenged 
this assumption—pricing on the basis of 
known changes in purhasing power is a 
logical way of giving effect to that pur- 
pose. As Sir Geoffrey Heyworth said, 
**Selling prices must be so fixed as to bear 
relation to real cost,’’ i.e., economic cost 
not some probable future cost. 

This seems to be a critical point in the 
controversy." We noticed how one sup- 
porter of the historical cost basis claims 
that basing the provision on something 
like replacement cost is writing off an asset 
not yet acquired. Another view is that using 
the replacement cost basis is tantamount 
to making a capital levy on the community 
to enable a business to replace its fixed 
assets. Before a joint committee of the 
United States Senate and House of Repre- 
sentatives at the end of last year, the 
major labour organizations made this claim 
in respect of American industry generally. 
These views seem to place far too much 
weight on the idea of actual replacement 
and lose sight of a significant feature of 
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levels our depreciation fund would be 
about £66 million short of our require- 
ments. .. . The only way in which we 
can maintain that part of our capital 
which is invested in fixed assets is to 
recover in the price of our products an 
amount which truly represents the 
wastage in value of our fixed assets at 
present-day prices. If we cannot do this, 
then we shall be fixing our selling prices 
on a basis below real cost, and if the busi- 
ness community as a whole does the same 
thing, then the country will be consum- 
ing a part of its capital instead of paying 
its way. Selling prices must be so 
fixed as to bear relation to real cost.” 


the economies of rising prices; due, it is 
suggested, to misunderstanding or con- 
fusion about the nature of costs. 


These arguments miss the point which is 
of immediate concern to economists, who 
dislike the unqualified term ‘‘cost’’ and 
seek to be much more precise in their 
terms, and to business men who find they 
have to pay at current rates for everything 
else they use—labour and all materials and 
services used in production. Fixed assets 
like buildings and plant may quite realis- 
tically be considered as bundles of services 
(e.g., faetory space, machine hire, ete.) 
purchased in advance, services which if 
purchased from month to month would be 
charged at prices adjusted almost automatic- 
ally to changing price levels. The object 
of providing for depreciation at a rate 
estimated on probable replacement costs is 
to do just this: to give to current usage of 
assets bought in previous years a value, 
at today’s prices, of equivalent services. 
It is submitted that replacement of identi- 
cal assets doesn’t enter into the question; 
and the idea that replacement cost in effect 
makes a capital levy on the community 
seems to me to violate the meaning of a 
capital levy. It is true to say that failure 
to provide at a figure approaching re- 
placement cost results in counting as pro- 
fits what are really unrecorded, but none- 
theless definite, costs. Harvard Professor 
of Economics, Summer H. Slichter, has 
estimated that over the past three years 
American corporations have thus over- 
stated profits by some 15,400 million dol- 
lars, and the National City Bank of New 
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York has estimated that for the 100 
largest manufacturing corporations in 


U.S.A. 1947 profits, after allowing depre- 


a 
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 eiation on money cost was 14.3 per cent., 


whereas corrected to meet replacement 
costs at 1940 values only 8.8 per cent. 
would have been shown. 


PRACTICE IN AUSTRALIA 


Here are the views of some Australian 
directors on the same theme. Sir Nor- 
man Brookes, addressing the annual gen- 
eral meeting of Australian Paper Manu- 
facturers Limited, in September last, 
said: 

“The net figure of £2,881,407 appears in 
the Balance Sheet before you against the 
item ‘Fixed Assets’ and it will be seen, 
this is after a total provision for Depre- 
ciation, Amortisation and Obsolescence of 
£3,498,528 has been made over the years. 
To replace these ‘Fixed Assets’ would 
eost today well over ten million pounds. 
On the one hand we have the very con- 
servative position that our Fixed Assets 
in terms of today’s values for equivalent 
capacity are nearly four times greater 
than appears on the Balance Sheet. On 
the other hand, your directors must ask 
themselves whether the provision of 
£3,498,000 for depreciation, ete., based 
largely on the pre-war basis adopted by 
your company, is adequate in the light of 
today’s changed and changing values.” 

Mr. Maurice Shmith, at the twenty- 
fourth annual general meeting of Yellow 
Cabs of Australia Limited dealt with his 
company’s problem in the following 
terms: 


“T am afraid it is not generally recog- 
nized that the preservation of effective 
working capital is a matter of fundamen- 
tal importance, not only to private enter- 
prise, but to the nation as a whole, and 
that the effectiveness of capital is greatly 
reduced by the incidence of rising prices, 
particularly in a business such as ours, 
where so much working capital is repre- 
sented by fast-depreciating assets which 
must be replaced continuously at rela- 
ticely short periods of time. For example, 
if before the war taxicab units cost, say, 
£400 each, as compared with the present 
price of £800, it follows that the effective- 
ness of part of the fixed capital of the 
company has been reduced. There are 
two ways of making good this loss of 
effective capital : ‘ 


1. By the creation of reserves within 
the business, either as a charge 
against or an appropriation of pro- 
fit; or 
By making 
share issue. 


new fixed capital or 

“It is the opinion of your Board that 
losses of effective working capital by the 
incidence of rising prices should be an- 
ticipated as far as possible, and provided 
for by the first method, namely, as a 
charge against or an appropriation of 
profits.” 

A number of other companies have 
recognized the effect of rising prices on 
the maintenance of effective capital. 
Hume Pipe appropriated from profits in 
1948 £20,000 to augment a Plant Depre- 
ciation Reserve. Dunlop Rubber set 
aside £50,000 from the 1948 profit to make 
up for the material increases in costs of 
plant and equipment. Yarra Falls added 
£25,000 to its Machinery and Plant Re- 
placement Reserve which was set up to 
meet the greatly increased cost of new 
machmery. 

Now one can imagine the supporters of 
the money cost basis feeling quite satis- 
fied with this treatment of the rise in 
plant costs. To appropriate extra sums 
from profits for replacement purposes 
seems quite excusable, whereas to charge 
extra sums in arriving at profits seems 
to be anathema. This inconsistency 
arises, we believe, from the formalities of 
accounting rathes than from any under- 
lying reality. We cannot believe that 
shareholders alone carry the burden of 
earmarking such extra provisions from 
profits. Consideration of the problem of 
pricing goods must convince one that 
prices will, subject to external controls, 
be so fixed that current costs, taxation, 
dividends and reserves are all provided 
for. Dividends cannot be made to suffer 
indefinitely from a failure of management 
to raise prices to meet real costs, or as 
managers may state it, to meet replace- 
ment costs. (Note: Replacement cost is, 
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Practice in Australia—continued 

I believe, to be construed liberally rather 
than literally. It seems to be only a con- 
venient way of saying “considerably more 
than money cost when prices are rising” 
or “considerably less when prices are 
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falling”. The difficulty of accurately de- 
termining replacement cost is not be- 
littled, but accurate determination is not 
critical to the theory which claims that 
greater provision must be made than his- 
torical cost allows.) 


PRODUCT PRICING 


Some have said that the adoption of a 
real cost, or replacement, basis for depre- 
ciation provisions will have the effect of 
intensifying booms and depressions, by 
increasing the incomes of shareholders 
when prices are rising and creating a new 
pressure on the price level and the sup- 
ply of goods, and by the reverse process 
when prices are falling. But, the effect 
of the depreciation basis adopted on the 
prices of goods is dependent on several 
things. 

It depends, for example, on the rela- 
tionship between price and cost. For, in 
an industry in which demand is far in 
excess of supply, or in which for other 
reasons there is no great price compe- 
tition, it may not matter what the pro- 
vision for depreciation is; in the absence 
of external price controls, price will be 
more closely related to what the con- 
sumer is prepared to pay than to cost, 
however cost is determined. In industries 
in which there is keen competition, price, 
however determined, will be much closer 
to cost, and the meaning of cost becomes 
much more important for individual 
firms. The general level of prices in a 
given industry then will be related to the 
system of cost computation used. If real 
costs (i.e., money cost adjusted for the 
rise in the price level) are used, prices 
in general may be higher when prices 
are rising than if money costs were used, 
but that is not inequitable, particularly 
where incomes are readily adjusted when 
changes in the general price level occur. 

But look for a moment at the manufac- 
turer’s point of view. As the price level 
rises, the greater will be the loading 
which real costs impose, and production 
will appear to be less profitable than if 
historical money cost were used. Expan- 
sion is not se sharply indicated, and 


hence the postulated pressure on supplies 
and services need not oceur. In addition, 
of course, high prices may induce new 
competitors to enter industry, depressing 
the prices of finished goods. (Note: This 
is only a brief statement covering the 
situation where competition is keen, 
manufacturers have reasonably full 
knowledge of their costs and act mainly 
from economic considerations. A similar 
argument would cover falling prices.) 

Other critics of the replacement cost 
basis have pointed out that it cannot be 
consistently applied for when prices be- 
gin to fall; business men will want to 
recover depreciation at a higher rate than 
the replacement cost basis would allow 
or to make greater reserves to meet losses 
in the value of fixed assets; i.e., they 
want extra provisions both ways. Three 
arguments rebut this view. 

Firstly, when prices fall, business un- 
dertakings are unable to provide out of 
current prices reserves or provisions for 
these purposes. Prices are cut generally 
in order to sustain demand, and extra 
allowances are not readily included in 
estimates of cost. 

Secondly, if the replacement basis had 
been used in the upswing of the cycle 
there would obviously be less to write off 
as depreciation in the period of falling 
prices, and that is what would happen 
if replacement cost continued to be used. 

Thirdly, as the depreciation charge is 
lower compared with the charge made 
during the period of high prices, produe- 
tion would not appear to managers to be 
as unprofitable as if the money cost basis 
were adopted and there would be greater 
opportunities for reducing prices to bol- 
ster demand and possibly less willingness 
to reliquish the entrepreneurial rdle. 


BUSINESS CAPITALIZATION AND PROFITS 


It is notoriously difficult to “foresee all 
of the value-destroying factors which 
But it 


constitute entrepreneurial risk.” 





is not impossible to try, or to forestall at 
least in a limited measure some of the 
effects of such value-destroying influ- 
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Business Capitalization—continued 


ences as currency depreciation. W. Hos- 
mer in The Accounting Review of March, 
1938, gives some classic examples of the 
effects of failure adequately to provide 
for depreciation, without specific refer- 
ence to the effect of currency deprecia- 
tion: he gives American cases in which, 
over a ten-year period, profits were over- 
stated by 41 per cent., 108 per cent. and 
830 per cent. of the profits as corrected 
by subsequent adjustments in capital 
values. 

Reconstructions or surplus adjustments 
such as these companies had to undergo 
ean be made less severe (not to say 
avoided) if prices are such that adequate 
reserves can be built up and if managers 
are cognizant of the effects of shifting 
price levels on profit calculations. 

Failure to provide depreciation pro- 
visions or reserves on a real cost basis 
will result, if a long period of rising 
prices occurs, in the _ general over- 
capitalization of business undertakings. 
To say that recourse to the capital mar- 
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ket is the only reasonable method of 
meeting increased costs of capital goods 
is to force on business and industry a 
situation in which profit rates must fall 
lower and lower as prices rise, not be- 
cause business is less profitable but be- 
cause capital, paid-up capital, is steadily 
increasing. If all undertakings accepted 
the same accounting and price-fixing 
technique, this may not place any one 
company at a disadvantage. But when 
these processes differ, some companies 
less conservative and less sound, would 
be more attractive to investors, and more 
conservative undertakings would be 
much less attractive. This increases the 
speculative aspect of investment in securi- 
ties, particularly in post-depression years. 

Acceptance of the real cost basis of 
providing for depreciation would con- 
tribute thus to the stabilization of invest- 
ment values to the general advantage of 
investors. The effect generally will be to 
foster conservatism in the financial man- 
agement of companies and to ensure a 
better description of the real character of 
business capitalization. 


SUMMARY 


To summarize the argument for re- 
placement cost to this point: 


(a) Money cost does not represent the 
value of facilities used at current 
rates, due to changes in the level 
of prices. 

Some extra provision is widely re- 
cognized to be necessary, and its 
extent may be gauged roughly by 
the difference between money cost 
and current costs of replacement 


(b) 


(the latter is approximately real 
cost in the economist’s usage). 
This does not mean that physical 
replacement is contemplated, it 
only suggests agreement with the 
need to maintain company earning 
power or working capacity. 

No matter how the extra provision 
is made, it must be provided for 
in prices; and that is as it should 
be, for incomes have risen with the 
rise in all prices. 


SOME METHODS 


With this outline in mind we might in- 
dicate some ways in which the extra pro- 
vision may be effected. 

(a) Compute depreciation provisions 
on historical money cost, and ap- 
propriate from profits depreciation 
reserves (as distinct from normal 
depreciation provisions). 

Compute depreciation provisions 
on probable replacement cost with- 
out revaluation of the fixed assets. 
(c) Revalue fixed assets occasionally 


(b) 


and compute depreciation 
visions on the new value. 
Revalue fixed assets regularly by 
using a construction or plant price 
index and compute depreciation 
provisions on the new value. 


The mention of revaluation stirs up 
another hornets’ nest. Whatever one’s 
feelings in the matter, however, it is a 
useful and accepted device among some 
business managers for correcting, or giv- 
ing a better description of, the financial 


pro- 


(d) 

























































Some Methods—continued 

sition of companies. Admittedly the 
nstitute of Chartered Accountants in 
England and Wales frowns on the writ- 
ing-up of fixed assets, but when fhe prac- 
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tice is found in the financial histories of 
many of the best companies one must ask 
quite seriously whether the accountants 
are being realistic in their recommenda- 
tions. 


CONCLUSION 


The main point it was desired to bring 
out in this paper is that there are im- 
portant reasons for seriously considering 
the replacement cost or real cost basis in 
depreciation accounting. It is not put 
forward as an interesting variant of ac- 
cepted procedures; it suggests some very 
important and necessary changes in atti- 
tude on the part of many participants in 
business management. 

It creates problems for management, 
such as whether the effects of changes in 
price levels should be determined and re- 
ported separately in internally used or 
externally published financial statements. 
It aims some serious blows at accepted 
accounting techniques; for example, it 
demands consistency in a vital sense, not 
mere lip service to the idea, and it de- 
mands that some efforts should be made 
to develop a practical technique for meet- 
ing the need by management of definitive 


reports of cost. It poses some questions 
for business theorists and economists, 
particularly in the direction of the as- 
sumptions underlying much business 
theory. 

Many recent articles on this question 
have been so markedly partisan in their 
approach that, while making useful 
points often, they have tended to belittle 
or ignore opposing arguments. Further- 
more, there is no known attempt to work 
over the whole problem systematically, 
and this paper is certainly no attempt to 
do so. It is hoped that it has lain bare 
some of the problems seen and viewpoints 
held by economists, business managers 
and a minority of accountants in respect 
of depreciation accounting, and that it 
has shown that their arguments strike at 
some of the basie concepts of traditional 
accounting. 








JOB COSTING 


INTEREST ON CAPITAL 





By ‘‘Acaa’’ 


Whether or not interest on capital should 
be included as an item of overhead in 
computing the cost of production is a 
question worthy of more thought and dis- 
cussion than is usually given it. 

Text writers, generally, are opposed to 
the inclusion of interest in the manufac- 
turing costs, claiming that, as it is a return 
on capital invested, it is part of profit. 
Similar reasoning could be applied with 
respect to depreciation, as there appears as 
much justification for excluding this item 
of cost from overhead and treating it as a 
portion of profit as there is for the exclu- 





sion of interest on capital. As each bears a 
direct relation to the other, why it is con- 
sidered that each should be part of differ- 
ent sections of the selling price is confus- 
ing. Another point raised by exclusionists 
is that as interest is not an allowable 
deduction for taxation purposes it cannot 
be considered a part of costs. This has no 
place in this discussion, as to meet require- 
ments for taxation purposes is merely a 
matter of elementary bookkeeping. 

A jobbing concern when determining 
the selling price of a job usually adds to 
its costs an amount as profit. In most 
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Job Costing—continued 

instances this is in the form of a per- 
centage on the cost as disclosed by the 
Production Order. 

What is profit? This has been defined 
variously, but for the purpose of the mat- 
ter under consideration let us forget the 
answer expected of a student and define 
profit as an amount included in the selling 
price which will provide a return on 
capital invested at the ruling rate of in- 
terest for gilt-edge investments, plus an 
amount as recompense for enterprise and 
to cover the risk which is attached to 
capital invested in industry. 

If this definition be accepted, it will be 
agreed that whether or not provision for 
interest on capital is included as over- 
head, at least an amount to cover the 
interest on the capital used in the pro- 
duction of each normal job must be in- 
cluded in its selling price. 

How is this amount to be assessed if 
interest is not included as an item of 
overhead? 

With each job passing through various 
departments each of which has its level 
of investments, unless interest on capital 
is assigned to departments, it is almost 
impossible to assess the amount to be 
added to each cost to provide for the in- 
terest section of profit. As the costs of 
materials are usually included in the cost 
on which the percentage for profit is ap- 
plied, further complications must arise in 
the assessment of a percentage which 
adequately and equitably provides for all 
sections of profit —viz., interest, enter- 
prise and risk. There does not therefore 
appear to be any method more logical or 
convenient than the inclusion of the ap- 
propriate proportion of interest on capital 
as an item of overhead in each depart- 
ment. 
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In support of this contention, opera- 
tions of the mythical X-Y-Z Manufactur- 
ing Co. are shown on Appendices A and B. 


Appendix A sets out four departments. 
Nos. 1, 2 and 3 are assumed each to be 
composed of ohe machine, capitalized as 
shown, with No. 4 being a bench-work 
section, with sundry plant capitalized at 
£500. For simplicity, depreciation has 
been assessed on a ten-year life, straight- 
line basis, and interest at 4% p.a. - 

Also shown in Appendix A are hourly 
rates for each department 
headings, viz., including and excluding 
interest. These rates have been applied to 
jobs detailed on Appendix B. 

Job No. 1 shows a total of 53 produe- 
tive hours spread over the four depart- 
ments costed with and without interest. 
The difference in costs—viz., £1/9/5—il- 
lustrates that 7.15% would need to be 
added to the operating cost, excluding 
interest, to provide for the interest on 
capital employed as plant in its produe- 
tion. 

Job No. 2 details a similar number of 
productive hours overall, but with varia- 
tions between departments. The differ- 
ence in costs in this instance is 12.7%. 

A similar principle has been applied to 
Jobs Nos. 3 and 4, which illustrate 
greater percentage margins. 

Costs excluding interest on capital are 
dangerous to the manufacturer, particu- 
larly those on which the margin of profit 
is small. It should be the aim of every 
system of cost accounting to produce 
figures as near the actual cost as possible, 
taking convenience into consideration. It 
is hard to understand, therefore, why the 
method of recouping interest on capital 
in job costs is a controversial subject. 


See Appendices on pages 322 and 323. 
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Job Costing—continued 
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DEPRECIATION AND PLANT REGISTERS 


by 
O. R. MacDOoNALD, A.1.C.A. 


RECORDING DEPRECIATION IN THE BOOKS OF ACCOUNT 


The principle that the cost of plant, 
machinery, vehicles, furniture, fittings, 
and most other forms of fixed capital, 
should be written off over the period of 
their effective service is nowadays seldom 
disputed, even by business men whose 
accountancy knowledge is negligible. This 
applies equally whether one accepts the 
theory that depreciation is a means of 
making provision for the replacement of 
an asset during, instead of at the end of, 
its lifetime, or whether one favours the 
alternative view that it represents the 
writing off over the same period of the 
loss of the capital so invested—without 
reference to any question of the replace- 
ment of the asset. 

Opinions may, and do, differ widely as 
to the method of depreciation that is best 
suited to any particular case. It is not the 
writer’s purpose to explain the several 
modes of apportioning depreciation over 


PLANT AND 
Dr. 
1947 
July 1 To Balance .. £1,600 
Oct. 1 ,, J. Brown, new ma- 
chine, PJ.57 .. 360 
1948 
Jan. 1 Cash, new machine, 
+ * ee 60 
£2,020 
1948 
July 1 To Balance .. £1,678 


Depreciation is ascertained as follows: 
Cost of plant and machinery still in use 
annum 


the term of the useful life of an asset, or 
to set out the respective advantages and 
disadvantages. In this article it will be 
assumed that it is the “straight line” 
method that has been adopted, that is, an 
equal sum is written off every year. Thus, 
if a machine costs £100, is estimated to 
give ten years’ service, and would be of 
no value at the end of that period, £10 
would be written off each vear. 

This method lends itself to simplicity 
of treatment, and, possibly, is more usu- 
ally applied now that it is permissible for 
taxation purposes. Whatever method is 
adopted, however, the remarks that fol- 
low are applicable, with such modifica- 
tions as may be necessary in the circum- 
stances. 

A form of Plant and Machinery Ace- 
count commonly found in the General 
Ledger is of the following type: 


MACHINERY. 
Cr. 
1948 
Mar.31 By Cash, Machine sold 
CB.142 .. .. £74 
P. and L. A/e Loss 
on sale, J.40 .. 42 
June 30 Depreciation, J.44.. 226 
Balance .. 1,678 
£2,020 





at July 1, 1947—£2,000, 10% per 


New machine, purchased October 1, 1947—£360, in use 9 months, 10% per 


annum 


New machine, purchased January 1, 1948—£60, in use 6 months, 10% per 


annum 


Less— 


Machine, cost £160; sold March 31, 1948—period not in use 3 months, 10% 


per annum 


Total Depreciation for year 





_ 
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Recording Depreciation—continued 

Instead of having plant and machinery 
in one account, this type of asset may be 
subdivided into a number of accounts, but, 
however the items are grouped, it will be 
found that in many instances the annual 
provision for depreciation is recorded as 
shown in the example. 

It is not unusual for additions during 
the period to be ignored when calculating 
depreciation. This may obviate some intri- 
eate calculations, but it must be remem- 
bered that depreciation commences the day 
an asset is put into use, and if additions 
represent a considerable expenditure—par- 
ticularly if incurred early in the period— 
the profit or loss may be substantially 
affected if provision is not made for 
depreciation. 

Frequently, also, depreciation on items 
sold or scrapped during the year is not 
ealeulated, the gain or loss being re- 
garded as the difference between the 
price realized and the written-down value 
at the commencement of the period. If 
this course had been adopted in the ex- 
ample given the loss would have been 


The Australian Accountant 


£12 greater, viz., £54, and the deprecia- 
tion written off correspondingly reduced. 
The net debit to profit and loss account 
is not affected but, theoretically, the 
method shown is more correct. The 
machine has been depreciating for nine 
months beyond the date of the opening 
balance. 

Reference to the specimen accounts re- 
veals some unsatisfactory features, such 
as: 

(1) The cost of the plant and machin- 
ery in use at July 1, 1947, is not 
shown. 

(2) Similarly, the original cost of the 
machine sold does not appear. 

The desired information may be ob- 
tained from the entries to the account in 
previous years, but, if additions and dis- 
posals are at all numerous, it may not be 
readily discoverable. The difficulties will 
be removed by: 

(1) Creating a “Provision 
ciation” Account. 
Keeping a register of all fixed 
assets, in which depreciation will 
be recorded against each item. 


for Depre- 


(2) 


PROVISION FOR DEPRECIATION ACCOUNT 


The advantages of keeping the asset ac- 
count free from all entries relating to 
depreciation are so marked that it is not 
surprising that the use of a Provision for 
Depreciation Account is increasing. 

Let us suppose, in the example given 
above, that it had been decided at July 1, 


1947 


July 1 Plant and Machinery 


To Provision for Depreciation 


1947, to re-cast the accounts. The original 
cost of the asset has been ascertained to be 
£2,000, and the written-down value is 
£1,600, therefore depreciation written off 
to date is £400. The entry to be made in 


the Journal is accordingly : 


Dr. £400 


For depreciation written off to date, on sia wad 
machinery still in use, transferred to Provision for 


Depreciation Account. 


The accounts in respect of the year ended June 30, 1948, will now be, in lieu of 


that given above, as under 


PLANT AND MACHINERY 


Dr. 
1947 
July 1 To Balance . £1,600 
» Provision for De- 

preciation A/e 

(Transfer) J.35 
» J. Brown, new ma- 

chine, PJ.57 


Carried forward 


400 


360 
£2,360 


Cr. 
1948 
Mar. 31 Cash, maphine sold— 
CB.142 
P. and L. A/e 
on sale, J.40 
Provision for Depre- 
ciation, J.41 
Carried forward 


By 


loss 
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Provision for Depreciation Account—continued 


Brought forward £2,360 Brought forward £160 


1948 June 30 ,, Balance 2,260 


Jan. 1 Cash, new machine 


ee .-os Jan 60 
£2,420 


1948 


July 1 To Balance . £2,260 


PROVISION FOR DEPRECIATION. 
Dr. 
1948 
Mar. 31 To Plant and Machinery, 
J.41.. a 
» Balance 


1947 

July 1 By Plant and Machinery 
A/e, J.35.. 

1948 

June 30 _,, 


June 30 
Depreciation, J.44.. 


1948 
July 1 By 
The asset may be set out in the balance sheet thus: 


Plant and Machinery &t cost 
Less Provision for Depreciation .. 


Balance 


£2,260 
582 
£1,678 


tional entry is required, brought about by 
the subdivision of the account. The Jour- 
nal entry expressing it may be set out as 
under : 


The entries in the two accounts, it will 
be observed, are those which in the first 
example were comprised in one account, 
but, apart from the opening entry, an addi- 


1948 


Mar. 31 Dr. £44 


Provision for Depreciation 
To Plant and Machinery 


For depreciation on mac hine sold now written out of books. 

The object of this entry is to reduce the balance of Plant and Machinery Account 
to the cost of the remaining items comprised therein. As this account shows cost only, 
it must be credited with the full cost of the machine sold. The crediting of the original 
cost requires three entries, viz. : 

(a) Sale Price (from Cash Book) : ; £74 

(b) Loss on Sale, that is, depreciated value less sale price (Journal entry ) 42 

(c) Depreciation written off to date of sale (Journal entry—transfer from 

Provision for Depreciation Account) 


£44 


Original Cost 


been written off, there will be a debit in 
the Plant and Machinery Account, and 


- 
An effect of the entry is also to reduce 
the provision for depreciation. The rea- 


son is that such provision applies only to 


plant and machinery still in use. When 
an asset has been sold or otherwise dis- 
posed of, and any loss on realization has 


a corresponding credit in the Provision 
for Depreciation Account, representing 
the total depreciation written off that 
asset to date. As the asset has dis- 
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Provision for Depreciation Account—continued 
appeared from the books, this debit and 
eredit must obviously be set off against 
each other. 

If preferred, the transactions affecting 
disposals of items of plant may be shown 
in a separate account, to which ‘‘Sale of 
Plant Account’’ or some other appropri- 
ate term may be given. This involves 
erediting Plant and Machinery Account 
with either (a) cost price of plant sold 
(£160) or (b) its written-dewn value at 
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date of sale (£116), Sale of Plant Account 
being debited. If method (a) is favoured, 
Provision for Depreciation will be debited 
and Sale of Plant Account credited with 
depreciation on machine sold now written 
back (£44); if method (b) is adopted, the 
credit will be to Plant and Machinery 
Account. With both methods, the amount 
received for the plant will be credited to 
Sale of Plant Account, and the balance of 
the account will represent loss (£42) on 
the sale. 


REGISTERS OF PLANT AND OTHER FIXED ASSETS 


The form of such a register would vary 
with the nature of the business. As it is 
most frequently used for recording items 
of plant and machinery, in this article it 
will be referred to as the “Plant Register.” 

In designing the register the following 
requirements should be kept in mind: 

(1) Each unit of plant and machinery 
must be identifiable. 

The date each unit was acquired, 
and its original cost, must be 
shown. 

The rate of depreciation det®r- 
mined upon should appear, and re- 
gard should be had to the possi- 
bility of a variation of the rate at 
some future date. 

The total amount of depreciation 
written off, or provided for, 
against each unit up to the close of 
the last financial period, must be 
readily ascertainable. 

The units should be systematically 
classified or grouped. 

The totals of both the cost and de- 
preciated values of all the units, as 
shown by the Register, must agree 
with the accounts in the General 
Ledger. 

If the rate of depreciation on any 


(2) 


(3) 


Date 
1946— 
Apnil 1.. 
June 30.. 
1947— 
June 30.. — 
Carried forward £800 


10% 


10% 


unit differs from that allowable for 
taxation purposes, provision should 
be made for recording the depre- 
ciation so allowable. 

All items should be included and 
properly described, so as to facili- 
tate check by physical inventory 
and to assist in the preparation of 
any claim against an insurance 
company. 

This is not an exhaustive list of the 
requirements, but it covers those most 
generally applicable. The needs of each 
type of business must be considered. 

The most satisfactory kind of register 
is one (preferably in loose leaf, card, or 
visible card index form) in which a separ- 
ate account is kept for every item or unit. 
This enables more details to be recorded 
than would otherwise be possible. For 
example, the headings could be arranged 
so as to provide for a description of the 
article, the names of the maker and seller, 
order number, term of guarantee (if any), 
any patent or other numbers on the 
article, and such other particulars as it 
may be useful to place on record. 

The page or card having been suitably 
headed, the entries could be to the follow- 
ing effect: 


Depreciation Present 


Rate Amount Value 


£800 
780 


700 





—s 


Brn preter nin ye 





328 The Australian Accountant 


Registers of Plant, etc.—continued 
Brought forward £800 

1948— 

June 30.. ‘ie oo 

Sept. 30.. as oo 

Sept. 30 (sold).. .. 650 


Cr. Plant and 
Machinery A/e.. £150 


Additional columns may be ineluded in 
the account to provide for entries relating 
to the disposal of the items, but where a 
separate account is kept for every unit 
this is unnecessary. The disposal of the 
asset closes the account, and the necessary 
entries may be recorded at the foot in the 


Provision for Depreciation 
To Plant and Machinery 
Profit and Loss Account 


” 


Dr. Provision for 
Depreciation A/e .. 
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£100 
10% . 80 620 
10% 20 600 


—-- 650 





Cr. Profit and 
£200 Loss A/e .. £50 
manner shown. 

In the example given, Plant and Machin- 
ery Account will be credited with £650 
from the Cash Book, Sales Journal, or 
General Journal, and the information in 
the above account furnishes the material 
for a journal entry, as follows: 


Dr. £200 
£150 
50 


Machine No. ——., cost £800, sold for £650; 


Book Value, £600. 


As explained earlier, when an item of 
plant has been sold or scrapped, the pro- 
vision made to date for depreciation (if 
recorded in a separate account) as well as 
the original cost, must be written out of 
the books. 

It is evident that, as the item realized 
£650, and the written-down value was 
£600, the depreciation provided was £50 
in excess of requirements, or in other 
words, a gain of £50 has been made on 
the transaction. In the above journal 
entry this gain has been taken direct to 
Profit and Loss Account, but it may be 
preferred to credit it to some other suit- 
ably designated account, pending trans- 
fer to Profit and Loss Account at balane- 
ing date. Note, however, that it is not a 
trading profit and should not be credited 
to Sales Account. 

Should it be the custom to eredit the 
Plant and Machinery Account with the 
periodical provision for depreciation and 
to show the written-down value in the 
account, that account will be credited 
with £650, representing the sale of the 
item, and debited with £50, representing 
the gain on the sale, in order that the 
account shall show the written-down 


value of plant and machinery still in 
existence. 

To complete the record, such details as 
the name of the purchaser, ete., could be 
entered at the foot of the account, which 
would then be removed to a transfer 
register in order that the Plant Register 
shal! contajn only the accounts of the ex- 
isting ‘units. 

The investment in fixed assets in almost 
any business enterprise is_ sufficiently 
large to warrant the expenditure in- 
volved in the introduction and the keep- 
ing up-to-date of a register in the manner 
suggested. In a manufacturing concern 
there will always be numerous items of 
plant and machinery, but practically 
every item will be sufficiently costly to 
justify the opening of a separate account 
for it. There may, of course, be occasions 
where a number of articles of like nature 
can be suitably assembled in one general 
account, but this does not affect the 
general principle. 

It may be preferred, however, not to 
have a separate page or card for each 
unit, but to have a “running” record, in 
book form. In such instances, a ruling of 
this type has been found useful: 
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Registers of Plant, etc.—continued 
Item 
No. (Particulars) 
1 Sewing Machine 
2 Knitting Machine. . 


Date 
Purchased 
1/7/46 
1/7/46 


The pages are in tabulated form, so 
that the particulars for as many financial 
periods as possible may be included on the 
one page. Sales, or other disposals, will 
be recorded immediately after the last 
preceding entry, as a memorandum only, 
and the necessary adjusting entries will 
be made through the Journal. It is pos- 
sible, however, to have special columns 
for the purpose, as illustrated in Cost 
Accounting, by L. A. Schumer. 

If this style of Plant Register be 
adopted, particular care in classification 
and grouping is desirable before the items 
are entered in the register, as subdividing 
and rearranging cannot be so readily ac- 
complished as when separate cards or 
leaves are utilized for each item. The most 
suitable form of classification will depend 
on the character of the business. It may 
be desired to group the items according to 

Dept. A. 
Class of 
Machine, ete. 
Electric Motors 
Gas Engines 


Depn. 
£50 
£35 

Where separate accounts are kept for 
each item the depreciation charge against 
each account, and the present value, 
should be abstracted and similarly sum- 
marized. Usually it will be found that the 
management requires totals of general 
groups only. Therefore, even when items 
are numerous, the necessary details can 
be rapidly listed, sub-totals being taken 
at the required points. 

Where it is possible to obtain from the 
Plant Register the value of each group of 
items, it will usually be found that one 
general account (subject, of course, to 
branch or departmental requirements) is 
all that is needed in the General Ledger, 
and this account should not be burdened 
with details readily obtainable from the 
Plant Register. 

The accounts in the General Ledger 
form Control Accounts, the balances of 
which must agree at all times with the 
total of all balances of accounts in the 
Plant Register. If the provision for de- 


Rate 

Depn. 
10% 
10% 


Present 
Value 


£400 
£300 
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Dep. Value Dep. Value 
30/6/47 30/6/47 30/6/48 30/6/48 

£50 £5 £45 £5 £40 
£150 £15 £135 £15 £120 


branches, departments, buildings, or floor 
space, as well as to assemble like forms 
of machinery, plant, ete. It will be found 
that a loose-leaf register will have advan- 
tages over a bound book. Space should 
be left at the end of each subdivision in 
order that newly acquired items may be 
entered in the appropriate places. 

At balancing date, depreciation will be 
calculated and entered against each item, 
and the depreciation and present value 
columns will be totalled. The totals of 
each subdivision should be carried to a 
summary sheet, in preference to carrying 
the totals forward from page to page. If 
there should be several departments or 
branches, the summary sheet could be so 
arranged that the depreciation and pre- 
sent value of each class of plant and 
machinery shall be shown. The following 
is an illustration: 


Cost 


ToTaL 
Present 
Value 
£1,150 
£300 


Dept. B. 
Present 
Depn. Value Depn. 


£100 £750 £150 


eons _— £35 


preciation is recorded in the Plant and 
Machinery Account, the balance of the 
account must agree with the total of the 
present value columns in the Plant Regis- 


ter. If a separate Provision for Depre- 
ciation Account is kept, the credit balance 
of this account must be deducted from 
the balance of Plant and Machinery 
Account. 

To enable the Plant Register to be 
“self-balancing” care must be taken that 
all entries in Cash Book, Purchase and 
Sales Journals, General Journal, ete., 
affecting plant and machinery, are regu- 
larly recorded in the Plant Register. The 
periodical entry for depreciation will be 
made in the General Journal after depre- 
ciation has been recorded against each 
individual item in the Register, and a 
summary, as previously described, has 
been prepared. 

When an item is sold, scrapped, or 
otherwise disposed of, it is essential that 
its original cost and written-down value 
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Registers of Plant, etc.—continued 


ean be readily and accurately ascertained. 
As it may be one of a number of similar 
articles, some means of identification is 
necessary. A method of numbering, or 
the use of symbols, is, therefore, required, 
the article itself being stencilled or other- 
wise marked with the distinguishing sym- 
bol. It will thus be possible to ascertain 
the loss or gain on book values, a matter 
which is very vecessary in the prepara- 
tion of income tax returns. 

It has already been stated that where 
the rate of depreciation adopted is at 
variance with that permitted by the taxa- 
tion authorities, the latter should also be 
indicated. Where there is a separate ac- 
eount for each unit, this may be done by 
having additional columns, wherein are 
recorded for each financial period the 
rate allowed, depreciation allowed, and 
present value for taxation purposes. 
.- Where separate accounts are not kept for 
each item, the necessary particulars can 
be recorded in a different coloured ink 
below the entries described earlier in this 
article. To facilitate this, a line should be 
left between each item. 

Throughout this article the term “Plant 
Register” has been used. Records of all 
fixed assets should be kept, either in con- 
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junction with those for plant and machin- 
ery or separately. This applies to fixtures 
and fittings, furniture, equipment, motor 
vehicles, land, buildings, ete. Some dis- 
cretion in the matter of classification 
would require to be exercised in respect 
of the first three mentioned. All expen- 
diture on fixtures could be posted in many 
instances to one general account, and it 
may not be worth while keeping separate 
accounts for inexpensive and easily re- 
placeable items of furniture and equip- 
ment. Nevertheless, it is as well to keep 
in mind the desirability of a complete in- 
ventory of all items, even where a number 
of articles is assembled in one general 
account. 

Accounts for land and buildings should 
provide for the recording of title num- 
bers, of where the title deed is lodged, 
and—whether or not an Insurance Regis- 
ter is kept—of particulars of the insur- 
ance on the various buildings, such as 
amount insured for, name of insurance 
company, and date when premium falls 
due. 

This article has been designed prin- 
cipally for examination students, and is 
concerned only with general principles. 
No attempt has been made to fit them to 
the needs of any particular type of 
business. 
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CURRENT PROBLEMS DISCUSSED IN 
OVERSEAS JOURNALS 


The two big problems of accounting for 
inflation and the form and content of 
financial statements, which have been 
centres of interest in the profession over- 
seas for several years, continue to attract 


attention, and in recent months there have 
been several important new contributions 
to the discussions. These are summarized 


in the following notes. 


ACCOUNTING FOR INFLATION 


In a letter to The Accountant of 7 
May, 1949, Mr. George Oliver May replies 
to criticisms of his paper on High Prices 
and Depreciation, which appeared in The 
Accountant of 2 April, and gives reasons 
for his disagreement with the recommenda- 
tion of the Institute of Chartered Account- 
ants in England and Wales that deprecia- 
tion charges should be based on historical 
cost of fixed assets. He maintains that, if 
no change is to be made in accounting 
methods to meet the special circumstances 
arising out of inflation ‘‘an effort should 
be made to distinguish sharply in accounts 
between the profits resulting from normal 
business operations and the ‘profits’ that 
are deemed to result from a rise in the 
price-levels.’’ 

The Accountant, of 4 June, 1949, reports 
an interesting address by Sir Frederick J. 
Alban, President of the Society of Incor- 
porated Accountants and Auditors, at the 
64th Annual General Meeting of the 
Society. Sir Frederick examines two 
questions : 

(a) Should accounting principles be re- 
formed so as to be based on the 
conception of economic values as 
opposed to financial values? and 
Should the taxation system be 
amended so as to be based on the 
conception of economic profit as 
opposed to financial profit? 

He summarizes conclusions on these 
questions reached on both sides of the 
Atlantic. The weight of opinion is that no 
basic change in accounting treatment is 
practicable or desirable in present con- 
ditions. The immediate problem can best 
be met by retention of profits, by raising 
new capital, or by a combination of these 
two methods. Shareholders should be fully 
informed as to the effects of the rise in 
price-levels on the company’s affairs, and 


as to the steps taken or necessary to meet 
these effects. He stresses the point, how- 
ever, that the profession has not a closed 
mind on this and similar topies, and he 
concludes with a summary of the views 
expressed at various times by Mr. G. O. 
May. 

Another indication that examination of 
the problem is by no means complete is 
given in the 14th Annual Report of the 
Securities and Exchange Commission 
(New York Certified Public Accountant, 
May, 1949). The report states that ‘‘the 
problem is being given serious considera- 
tion, and will be the subject of continuing 
study to determine whether there is jus- 
tification for the substitution of new pro- 
cedures for the presently accepted basis of 


recording fixed assets at cost and allocat- 
ing appropriate portions of that cost to 
expense during the anticipated useful life 


of the assets.’”’ 

A short article by John M. Myer in the 
New York Certified Public Accountant, 
May, 1949, entitled ‘‘Depreciation and 
Recovery of Cost,’’ is a refreshing re- 
minder of a very practical consideration. 
Mr. Myer criticises the current tendency 
to use the concept that ‘‘recovery of cost 
takes place via the depreciation charge.’’ 
It should rather, he thinks, be said that the 
depreciation charge is part of the measure 
of the costs that must be recovered if the 
business is to show a profit. If the charge 
is increased, the business needs to recover 
more; but: this will not happen just be- 
cause of the increase in the amount of the 
bookkeeping entry for depreciation. It is 
not necessarily possible to raise selling 
prices merely because of an increase in the 
record of cost of production. An increase 
in depreciation charge might, therefore, 
simply result in a transfer from disclosed 
profit to the depreciation provision. 














Current Problems—continued 


An editorial in the Journal of Account- 
ancy, April, 1949, says, ‘‘A perusal of 
annual financial statements of companies 
for 1948 suggests that most of the experi- 
ments with novel depreciation methods 
have been abandoned, and that the con- 
cept of accelerated depreciation (increased 
depreciation charge for accelerated use of 
assets) is attracting more adherents. This 
does not mean that the concept of deprecia- 
tion on current cost has been abandoned, 
but no one has yet developed a generally 
accepted method of providing for deprecia- 
tion which would take into account 
changes in the value of money.’’ The 
editorial also directs attention to the dan- 
ger that more or less arbitrary charges 
against income for accelerated deprecia- 
tion may mean that the new expression is 
being used merely as a euphemism for 
equalization of income. 


Professor W. T. Baxter, on Accountants 
and the Inflation, in the Accountant of 
4 June, 1949, says that there is a strong 
ease for making extra replacement cost 
provisions at once. These extra provisions 
would best be based on current changes in 
a general price index. ‘‘If we provide for 
bad debts, why not for bad money?’’ The 
tax machine would probably have to adapt 
itself in the long run to accounting prac- 


FORM AND CONTENT OF 


The Accountant of 28 May, 1949, con- 
tains notes by the Taxation and Financial 
Relations Committee of the Institute of 
Chartered Accountants in England and 
Wales on ‘‘Group Accounts in the Form 
of Consolidated Accounts.’’ ' These notes 
are ‘‘not issued as a statement by the 
Council of the Institute nor does the Coun- 
ceil express any opinion on the matters 
dealt with therein. It is considered that, in 
view of the absence of any long-established 
practice on many of the points involved, 
it would not be appropriate, at present, for 
the Council to issue any recommendation 
as to best practice in the preparation of 
group accounts.’’ 

Points discussed in the notes include: 


(a) General Considerations 


Consolidated statements have practical 
meaning and value only as showing the 
position of the group as a whole so far as 
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tice that had become a proven success. 
Companies should experiment with ‘‘stabil- 
ized’’ accounts presented as statistical 
appendices to their ordinary reports. The 
methods advocated in Sweeney’s Stabilized 
Accounting are, however, thought to be 
unnecessarily complex. 

There have been several other comments 
about the use of index numbers to meet 
the problem. Bernard M. Berry, in the 
Accountant of 7 May, 1949, discusses ‘‘re- 
valorisation’’ (the use of co-efficients to 
convert book figures of fixed assets, stocks, 
capital, and profits to allow for changes in 
the value of money) and explains by means 
of a hypothetical illustration how such a 
plan would work. 

Bernard H. Levy in the Journal of Ac- 
countancy, April, in an article on account- 
ancy practice in Belgium, describes the 
method of re-valuing assets by the use of 
index numbers which has been used in that 
country. Doubts as to the reliability of 
index numbers for this purpose are, how- 
ever, expressed in an article in the Jour- 
nal of Accountancy, April, by the Research 
Department, American Institute of Ac- 
ecountants. This article was prepared as 
background material for consideration by 
the Institute’s Committee on Accounting 
Procedure in its deliberations as to the 
feasibility of using index numbers for ad- 
justment of depreciation charges. 


concerns members of the holding company. 


They give little or no information to 
ereditors and outside shareholders of 
subsidiaries. 

The extent to which consolidation 


should be carried depends on varying fac- 
tors: consolidation is practicable in the 
majority of cases, but in some it may be 
inadvisable. 

Consolidation is made more difficult un- 
less there is uniformity within the group 
in the application of accounting principles, 
especially in regard to the form of the 
accounts, the basis of arriving at amounts 
of fixed assets, depreciation accounting 
and the treatment of taxation. 


(b) Specific Matters 


Off-setting bank balances. 
Alternative methods of combining fixed 
assets. 
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CURRENT PROBLEMS DISCUSSED IN OVERSEAS JOURNALS—continued 


Adjustments to eliminate inter-company 

transactions. 

Adjustments for minority interests. 

Reserves and goodwill arising on con- 

solidation. 

Pre-acquisition reserves or deficiencies. 

Post-acquisition losses of subsidiaries. 

Harold G. Hinton, ‘‘What’s in a 
Name?’’ in the Canadian Chartered Ac- 
countant, March, 1949, criticizes account- 
ing terminology. He thinks that the bal- 
ance sheet should be called a statement of 
condition and equity, and he suggests a 
new form with clearer descriptions of the 
items. Current liabilities should be de- 
ducted from current assets and liabilities 
on mortgages should be deducted from the 
security. 

In the Canadian Chartered Accountant, 
April, 1949, Clem L. King examines the 
improvements in forms of statements 
which have resulted from Bulletin No. 1 
of the Dominion Association of Chartered 
Accountants Accounting and Auditing 
Research Committee, which was issued in 
October, 1946, under the title ‘‘A State- 
ment of Standards of Disclosure in Annual 
Financial Statements of Manufacturing 
and Mereantile Companies.’’ 


In the same issue of the Canadian Char- 
tered Accountant, F. Bradshaw-Makin dis- 
eusses ‘‘The Single Step Profit and Loss 
Account.’’ 


Every accountant know that, to a con- 
siderable exgent, the result disclosed by the 
Profit and Loss Account depends upon 
estimated figures. R. N. Anthony, in the 
Journal of Accouxtancy, April, 1949, ex- 
amines two ways to control estimated 
figures in the income statement. The two 
ways are the use of the rule of significant 
numbers to avoid a false illusion of ac- 
curacy and the use of standard deviations 
to reveal the extent to which figures in 
the profit and loss statement are estimates 
and the probable margin of error in these 
estimates. 

Stephen A. Derry in the Journal of 
Accountancy, April, discusses how to com- 
munieate financial information to em- 
ployees and what to say. 

Finally, our own Ronald A. Irish, in a 
lecture published in the V.Z. Accountants’ 
Journal, June, 1949, diseusses modern 
trends in accounting, with particular 
reference to the contents of financial state- 
ments. 


COST ACCOUNTING 


Important and useful articles on aspects 
of Cost Accounting which have come un- 
der notice this month are: 

E. B. Palmer, Cost Accountant, May, 
1949, ‘‘Costs, Outlays, Expenses and 
Charges.’’ This article is an examination 
of costing terminology, with suggestions 
for revision of definitions issued in 1937 by 
the Council of the Institute of Cost and 
Works Accountants. Mr. Palmer inter- 
prets cost in the sense of opportunity cost, 
and prefers the term ‘‘outlay’’ to describe 
historical costs. 

E. F. Brown, Cost Accountant, June, 
1949,‘*‘ The Indivisibility of Accountaney.’’ 
This is a plea for interlocking of financial 
and cost records, leading to integration of 
the whole of accounting and the complete 
effacement of company accounting and cost 
accounting as separate techniques. Mr. 
Brown believes that financial accounts in 
conventional forms have masqueraded as 
accountancy for too long. 

D. Davidson on ‘‘Cost Accounting in a 
Competitive Economy,’’ Cost and Manage- 
ment (Canada) April, 1949, forecasts an 


era of more intensive competition, and 
examines the nature of the service that can 
be given by accountants in supplying in- 
formation which will be necessary, in these 
circumstances, for determining business 
policies. 

In the Journal of Accountancy, April, 
1949, Phil Carroll, Jnr., an engineer, 
writes on ‘‘Where Cost Accounting and 
Industrial Engineering Meet.’’ He stresses 
the need for a more extensive use of in- 
centive standard times as the bases for 
cost controls. His article explains how the 
engineer can help the accountant, and re- 
fers to recent developments in the right 
direction as evidenced by the fact that 
some accounting firms are adding indus- 
trial engineers to their staffs. In view of 
past tendencies of engineers to be critical 
of the accountant’s treatment of costing 
problems, this is a very welcome approach. 

R. G. Nelles, in Cost and Management 
(Canada), Mareh, 1949, deseribes a cost 
accounting system in use in a jobbing 
machine shop and foundry, with a plant 
covering 20,000 square feet of floor space 

B 





Current Problems—continued 


and employing 75 people. In the same 
journal, April, 1949, John Cummings 
describes ‘‘Public Utility Consumer Ac- 
counting Records’’ in gas and electricity 
supply undertakings. The field of con- 
sumer accounting covers accgunting for 
eustomers’ contracts and orders, guaran- 
tee deposits, meter readings, customers’ 
billing and accounting, cash receipts and 
eredits and collections. 


Max Block, in the New York Certified 
Public Accountant, May, 1949, in an 
article entitled ‘‘Expansion of Analytical 
Data in Reports as an Aid to Business 
Management,’’ contends that analysis has 
been a neglected phase of accountancy be- 
eause of the preoccupation of accountants 
with the preparation and form of financial 


statements. 
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S. H. Gillett, in the Accountant of 28 
May, 1949, sums up five lectures on the 
relationship between the accountant and 
management which appeared in the issues 
of 27 November, 1948, 18 December, 1948, 
22 January, 1949, 12 and 19 March, 1949, 
and 26 March, 1949. 

Samuel S. Ress in the New York Certi- 
fied Public Accountant, May, 1949, dis- 
cusses some important aspects of pay-roll 
accounting in the men’s and boys’ clothing 
industry. The aspects dealt with are pro- 
vision of safeguards against over-computa- 
tion of wages and the improper or illegal 
computation of overtime paid. 

R. Warwick Dobson in the Cost Ac- 
countant, May, 1949, discusses the develop- 
ment of cost accounting consultants, the 
qualifications necessary for such work, the 
problems encountered, and the uses that 
may be made of cost consultants. 


ACCOUNTING ASSISTANCE TO SMALL BUSINESSES 


Apparently, the profession in U.S.A. is 
turning from its absorption in the prob- 
lems of large businesses to consider the 
ways in which accounting can serve small 
clients. A particularly interesting article 
by George N. Farrand in the New York 
Certified Public Accountant, May, 1949, 
enumerates and briefly describes the spe- 
cial accounting services which can be given 
to small businesses. These include setting 
up partial cost and stock control systems, 
installation of complete accounting systems 
and internal control, financial advice, tax- 
ation advice, advice regarding relations 
with shareholders, negotiations and dis- 
cussions with labour unions, development 


of incentive systems, forms of legal organi- 
zation, streamlined budgets, services in 
connection with purchase or sale of busi- 
ness, advice in conneetion with prepara- 
tion, application or interpretation of ac- 
counting aspects of contracts relating to 
royalties, patents, joint ventures, etc., and 
compliance with Government controls. In 
the same issue of the New York Certified 
Public Accountant, Sidney A. Stein des- 
eribes hpw the certified publie accountant 
may better assist his smaller clients to 
obtain financial assistance or credit. Hs 
thinks that accountants should assume the 
roll of ‘‘educators to business.”’ 


AUDITOR’S RESPONSIBILITIES 


Arthur E. Green, in the Canadian Char- 
tered Accountant, May, 1949, discusses 
whether the auditor’s prime responsibility 
is to the company’s shareholders or to the 
public. He examines the implications, so 


far as legal responsibility is concerned, of 
the Ultramares case,.and concludes that, 
from the ethical standpoint, the auditor’s 
prime responsibility is to the public. 


CONFLICTS BETWEEN TAX ACCOUNTING AND 
COMMERCIAL ACCOUNTING 


J. K. Lasser, in the Journal of Account- 
ancy, April, 1949, examines a problem 
which is a cause of concern to accountants 
in this country as well as in U.S.A. There 
are wide differences between income in the 
accounting sense and taxable income, and 
the two concepts are getting wider apart. 
While the profession is gradually evolving 
standards of determination and disclosure 


of income, tax authorities are more and 
more insisting upon practices which con- 
flict with the standards. A good but un- 


likely solution would be to change the law, 
and make tax administrators good account- 
ants. A more practical solution would be 
to appoint a commission of eminent ac- 
countants to recommend revisions of the 
present’ statutes and regulations. 
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REFLECTIONS ON THE U.K. COMPANIES 
ACT 


by 


R. Keir YORSTON, F.I.C.A. 


Since the coming into operation of the 
new Companies Act in England various 
references have appeared in this Journal 
to its new provisions. It now appears 
that several States are preparing to over- 
haul their Companies Acts with a will to 
including some of these new provisions. 
Views as to which of the new U.K. pro- 
visions should be made applicable to Aus- 
tralia differ considerably. 

Mr. A, A. Fitzgerald in his lectures on 
the new U.K. Act explains that the phil- 
osophy underlying the mew U.K. Com- 
panies Act is one of disclosure. A study 
of the new Act confirms the statement 
that the accounts provisions of the new 
Act are both complex and technical. Con- 
servatism seems to have been deposed as 
a virtue and disclosure and consistency 
set up in its place. In Australia, where 
each State has its separate Act, uni- 
formity in legislation is, it is suggested, 
the goal, but which State is to adopt first 
this new doctrine? Will there be difficul- 
ties in one State overthrowing conserva- 
tism? Will the companies operating in 
that State be placed at a disadvantage in 
having, for example, to disclose secret 
reserves, as compared to companies oper- 
ating in States which have not adopted 
the new. doctrine of disclosure? These 
and many other matters will require con- 
sideration in framing amendments to our 
Acts. 

The new U.K. Companies Act is one 
which was drafted after evidence was 
given by representatives of the Institute 
of Chartered Accountants in England and 
Wales and of the Institute of Chartered 
Seeretaries. Both practising accountants 
and secretaries in England have therefore 
had considerable influence in creating the 
philosophy of the new Act. 

Assuming that it is decided to adopt a 
policy of disclosure it is important for 
the accountancy profession to* make it 
clear to the uninitiated in accounting 


doctrine that they are not opposed to 
conservatism as such, but are opposed to 





the non-disclosure which usually accom- 
panies that doctrine. In many cases it is 
often highly desirable to pursue a con- 
servative financial policy —often the 
penalty for not so doing is liquidation— 
but if conservatism is observed, modern 
accounting doctrine requires that it 
should be disclosed. The members of @ 
company should know whether the diree- 
tors are pursuing a policy of conserva- 
tism or not and if such a‘policy is being 
pursued, to what extent. 

Inside information should not, for in- 
stance, enable directors to buy or sell the 
shares of the company to the detriment 
of uninformed shareholders. Financial 
statements must give a true and fair view 
of the financial position of the company. 
The revenue statement must show a true 
and fair view of the company’s revenue 
transactions and what profits, if any, are 
available for distribution. The balance 
sheet must show a true and fair view of 
the financial position of the company as 
at the close of the accounting period. 

The growth of the doctrine of conserva- 
tism and the growth of the accounting 
profession both relate mainly from the 
industrialization of industry. In the early 
period of industrialization, business ven- 
tures were modest in scope and the pro- 
prietors themselves generally supervised 
the various phases of the enterprise, in- 
cluding that of the accounting section. 
The accounting problems relating to capi- 
tal and revenue were adjusted, as it were, 
on the spot. In this early stage the object 
was both to earn profits and to protect 
the capital of the proprietor invested in 
the enterprise. Conservatism was thus 
essential and generally only the pro- 
prietor, and possibly his creditors, were 
interested in any financial statements 
prepared according to these conservative 
doctrines. But as industrialization pro- 
gressed, business ventures expanded and 
became, as in some cases today, virtually 
business empires, ownership and control 
were divorced and many different parties 
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The U.K. Companies Act—continued 

became interested in the affairs of com- 
panies — shareholders, employees, credi- 
tors, the government, the public, ete. But 
still the accounting doctrine of conserva: 
tism predominated. The accounting pro- 
fession accepted this legacy from the 
early stages of industMal development 
and like most legacies it was accepted 
without much analysis. 

It is suggested that the accountancy 
profession makes it clear when over- 
throwing conservatism in accounting in 
favour of disclosure, that they do not 
prescribe an improvement policy. Far 
from it. In advocating the abandonment 
of conservatism without disclosure they 
do so because the financial statements 
prepared according to that doctrine do 
not give all the parties interested therein 
a true and fair picture, and often there 
are many such parties having different 
interests. The extra disclosure required 
in the accounts and financial statements 
by the new U.K. Act is desirable and ac- 
cotds with modern accounting practice. 
Aecounting is a means of conveying in- 
formation, not of concealing it. Secrecy 
is being abandoned. 

The divorcee of ownership from control 
has created a management personnel in 
which the accountant plays a -most im- 
portant part which does not and should 
not consider itself responsible solely to 
the shareholders of the company; man- 
agement must realize its responsibilities 
to the whole economy of the nation. The 
corporate form of control is so predomin- 
ant that a responsibility rests on manage- 
ment to see that adequate and correct 
financial reporting becomes the general 
rule with companies and not the isolated 
ease as at present. 

The new Act is a landmark in company 
legislation. The outstanding accounting 
doctrines crystallized in the new Act 
other than the dethronement of undis- 
closed conservatism are the elevation of 
the Profit and Loss Statement to a posi- 
tion of parity with the Balance Sheet and 
the enforcement of consolidated (or 
group) accounts for holding companies. 
The new Act provides adequate means of 
following the fortunes of a company in 
which a person is interested and of en- 
abling the protection of those interested. 
Also the interests of outsiders: or third 
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parties in the financial affairs of com- 
panies is recognized. 

The effects of the freedom from lia- 
bility which the corporate form of owner- 
ship provides is in many cases to throw 
the risks of an enterprise on the creditors 
rather than on the members of the com- 
pany. Greater disclosure enables all par- 
ties to appreciate the true position of a 
company. 

It is obvious that the future problem of 
Company and Social Legislation are re- 
lated. Social Legislation through the con- 
trol of employment, working conditions, 
prices, ete., involves some general super- 
vision and control of industry. Private 
enterprise is, thus, at present on the de- 
fensive. The advent of the corporation 
created a challenge to the accounting pro- 
fession. Now the growing importance in 
our economy of the corporate form of 
ownership creates a further challenge to 
the accounting profession. Just as the 
lack of personal contact between the 
members of a company and delegated 
management created the auditing pro- 
fession, so, too, does the growth in the 
number, the size of, and the complexity 
in the structure of companies, together 
with the increasing trend towards gov- 
ernment regulation of commerce, create a 
further challenge to our profession. That 
portion of business ownership which re- 
mains in private hands is inereasingly of 
the corporate type, and thus limited com- 
panies are forced to play the role of 
intermediaries in the clash of interests 
resulting from this awakening social con- 
sciousness. Because of an _ increasing 
range of social services the State, 
whether we support the intrusion or not 
is inereasing its control of key industries 
and public utilities and the majority of 
those activities which are not controlled 
by the State are organized in some cor- 
porate form and subject to a varying 
degree of control by the State. 

The Cohen Committee, the committee 
which made the report on which the new 
U.K. Act is based, indicated that it 
favoured as much disclosure of financial 
information as possible in order that con- 
fidence may be created in the financial 
management of industry and the elimina- 
tion of secret reserves accumulated to 
the detriment of both the employee and 
consumer. 
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The U.K. Companies Act—continued 


Quite apart from the provisions of any 
Companies Act, there has been in the last 
ten years or so a decided improvement in 
the annual published financial statements 
of companies. One factor directly respon- 
sible for this is the issuing by the Insti- 
tute of Chartered Accountants in Eng- 
land and Wales of what are termed 
“Recommendations on Accounting Prin- 
ciples.” Generally, these recommenda- 
tions have been followed by the Institute 
of Chartered Accountants in Australia. 
These Recommendations have codified 
and stated desirable accounting practices. 

The increase in the size and complexity 
of the company form of proprietorship 
together with its accompanying divorce 
of management and ownership, the in- 
terests of others in addition to “the 
owners” require and receive recognition. 
The annual company report and financial 
statement are now prepared to give infor- 
mation to employees, consumers and the 
general public in addition to share- 
holders. Another reason for the improve- 
ment in the information supplied is the 
tremendous advance made in accounting 
technique during the past twenty to 
thirty years. The new U.K. Act recog- 
nizes this increased knowledge. 

In the public interest the accounting 
profession is increasing its efforts to give 
clear and authoritative expression of ac- 
counting doctrines and, as the corporate 
form of ownership is dominant, special 
attention is directed towards accounting 
for companies and, in particular, to the 
form and content of the annual financial 
statements issued by limited companies. 
Gradually, generally accepted accounting 
concepts are becoming recognized and 
observed. Such accounting concepts are 
not rigid rules of procedure but are basic 
concepts which permit of elasticity of 
interpretation in particular cases or of 
modification -to suit new conditions and 
situations. 

So much has been written in recent 
years on the need for improvement in the 
financial statements of companies that it 
is not intended to reiterate this here. 
There is, however, one feature of such 
statements that is new to Australia, al- 
though used more overseas, which may be 
mentioned, and it is the Funds Statement. 
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A few companies in Australia have re- 
cently published such a statement with 
their financial statements. 
ment is a statement prepared in summary 
form to indicate changes occurring in 
items of financial condition between two 
different balance sheet dates. It aims at 
tracing the flow of funds into the com- 
pany and the demonstration of the 
altered form such funds have taken. It 
should show the changes which have 
taken place in the financial structure 
much more clearly than would be indi- 
eated by a comparison of the balance 
sheet at the beginning of the period with 
the balance sheet at the end of the period. 
Normally, funds become available in the 
following ways — operating the business, 
income from investments, sale of fixed 
assets; sale of investments, increase in 
capital, decrease in working capital, bor- 
rowing or any increase in liabilities, and 
other unusual sources, e.g., damages in a 
legal action. 

Funds may be applied towards meeting 
the expenses of operating the business, 
investments, purchasing of assets (other 
than current assets) repayment of loans, 
debentures, payment of dividends and 
capital, increasing working capital, meet- 
ing unusual payments, e.g., costs in a 
legal action. 

._ Those who assert that the system of 
private enterprise, with its accompany- 
ing joint stock limited liability form of 
proprietorship is essential to a nation’s 
prosperity, will, no doubt, agree that the 
result of company reporting, a report 
sometimes of stewardship totalling mil- 
lions of pounds, be viewed and criticized 
from the viewpoint of society as an eco- 
nomie unit and not viewed in the in- 
terests of one group. Previous concepts 
of utility may have to be re-examined. 
The new U.K. Act gives effect to an 
awareness of an increasing social respon- 
sibility regarding the affairs of companies. 

The economic interest of the nation as 
a whole, not the interests of a group, 
must be the guide in framing the reports 
of our corporations if private enterprise 
is to persist. A heavy responsibility is 
thus thrust upon the executives of com- 
panies and the members of the ae- 
countaney profession. The new U.K. Act 
increases: this responsibility. 


A fund state-. 
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COMMONWEALTH INSTITUTE 
OF ACCOUNTANTS 


VICTORIAN DIVISION 
Refresher Course in Accountancy 


A refresher course for teachers in 
Secondary Schools was held at the Teach- 
ers’ Training College, Melbourne, from 
18th to 20th May, 1949. This course was ar- 
ranged by the Victorian Divisional Coun- 
cil of the Institute in co-operation with 
the Faculty of Commerce, University of 
Melbourne, Education Department and 
Melbourne Technical College. The Insti- 
tute undertook the task of organizing the 
programme and details of the course, and 
met all the expenses involved. There was 
a large attendance of teachers at all ses- 
sions of the course and adequate time was 
provided for discussion. From the num- 
ber and variety of the questions raised at 
the discussions, it- was evident that teach- 
ers welcomed this opportunity to keep 
abreast of the latest developments in ac- 
counting thought. 

In his address at the official opening of 
the course, Mr. S. G. Young (State Presi- 
dent of the Victorian Division) referred 
to the value of commercial training and 
the work of the Institute in that field im 
the following terms: 

“The question as to whether aceount- 
ancy and commercial law should have 
a place in the secondary school curricu- 
lum is a controversial one. If, however, 
we accept the point of view that educa- 


tion isa preparation for living, then 
some knowledge of the rudiments of 
bookkeeping and commercial law may 
be regarded as indispensable to every 
man and woman. The value of a com- 
mercial training to a man engaged in 
business need hardly be emphasized. 
But I think commercial education has a 
wider application than this. Bookkeep- 
ing and commercial law are subjects 
which can usefully be studied by every 
member of the community. Ignorance 
of the fundamental rules of these sub- 
jects has led many people into financial 
difficulties. It may even be said that a 
great deal of economic instability and 
unrest among employees can be traced 
to a lack of knowledge of orderly ae- 
count keeping and financial affairs, par- 
ticularly to a misunderstanding of 
what constitutes profit and a fair distri- 
bution of that profit between owners, 
managers and employees. In this re- 
spect, accountancy is rapidly acquiring 
an important social significance. Apart 
from this, however. accountancy is an 
excellent subject for developing the 
faculties of logical reasoning, orderly 
thinking and mental discipline. These 
matters will be developed further in 
the lectures to be presented to you.” 
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ARTICLES IN COST ACCOUNTING 
JOURNALS 


THE HIGH COST OF LOW QUALITY 


‘*Analysis revealed that an _ entirely 
realistic goal was the saving of 1,806,905 
dollars in one year, consisting of a 50 per 
cent. reduction in ‘imperfects’ plus speci- 
fied quality improvements at every stage 
of manufacture.’’ 

This statement by Mr. R. F. Hurst of 
the Bigelow-Sanford Carpet Company of 
New York, appears in an article entitled 
**Cost Reduction through Quality Im- 
provement,’’ in the April issue of Factory 
Management and Maintenance. 

This company was not content with an 
overnight attack on the problem, but 
budgeted for the savings to be achieved 
by the reduction of each type of waste, and 
the target for each department over a 
period of one year. They then followed 
up with progress reports to the various de- 


partments, and when the article was 
written, were moving past their half-way 
mark. 

Action in Australia? 


The savings were huge indeed and must 
surely be partly accounted for by the fact 
that production had increased 600 per 
cent. in three post-war years, with presum- 
ably an increasing percentage of waste and 
spoilage. There are, most likely, many 
plants in Australia today where, due to 
expanded production and/or ‘‘green’’ 
labour, there are similar cases of excessive 
costs due to inadequate quality control. 
In how many of these plants has the cost 
accountant measured the possibilities of 
cost reduction through quality improve- 
ment and reported the facts to his man- 
ment? 


BEAR DOWN NOW ON PRODUCTION COSTS 


Factory Management and Maintenance 
(U.S.A.) in its May, 1949, issue, an- 
nounces the inauguration of an important 
series of articles to be written by experts 
on the reduction of production costs. ‘‘In- 
dustrial plants,’’ it states, ‘‘are on the 
spot’’ as the result of present economic 
conditions. Stress is laid on the need for 
every business to cut production costs ard 
so ensure that it is not contributing to a 
depression. 

The following checking list of proce- 
dures is provided for the operation of a 
cost-cutting programme: 

1. Organize personnel for cost cutting. 

2. Tell employees why costs must be 
cut. 

. Carry out a methods improvement 
programme. 

. Use adequate equipment and plant 
services. 

». Adopt the best in layout and 
handling. 

. Train employees to work effectively. 
. Establish methods of paying by re- 
sults. 


8. Make sure working conditions are 
right. 
9. Plan and control production. 
10. Bring out extra efforts of employees. 
1i. Keep plant and equipment in top 
condition. 
12. Do a community relations job. 
Many Australian businesses are already 
experiencing a change-over to a buyers’ 
market, while others will have to face up 
to it in the not-far-distant future. This 
° > La hl 
ean prove to be a testing time. There has 


already been mention by economists and « 


others of the possibility of a recession in 
our own land. Shutting our eyes to such 
a possibility is futile. If we study the im- 
plications we can plan action in advance 
to minimize the effects of such a recession, 
and in this way we will be not only helping 
ourselves but also rendering an important 
national service. Accountants will have a 
very important part to play in this task. 

Factory’s new series of articles should 
prove of considerable interest and possible 
benefit to business men in Australia. These 
articles will therefore be reviewed monthly 
in the Australian Accountant. 
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FACTORY MANAGEMENT AND MAINTENANCE 
APRIL, 1949 


Cost Reduction Through Quality Improvement 


R. F. Hurst 


Endeavours to secure reduction in costs 
through quality improvements have not 
been greatly publicised, and this article, 
therefore, directs one’s thoughts along a 
relatively unaccustomed and possibly pro- 
fitable channel. Our more usual approach 
to quality improvement has been from the 
marketing angle—not that of cost 
reduction. 

This article, unfortunately, is far too 
short—so short, in fact, that it leaves one 
unconvinced, yet feeling that the idea is 
worth further investigation. It is a ease 
study of action taken by a carpet manu- 
facturer in U.S.A., and was written half- 
way through a 12 months’ programme of 
cost reduction through this approach. 

The programme appears to consist 
largely of a publicity campaign based on 
the slogan, ‘‘Better Quality Costs Less.”’ 
The crux of the programme was recog- 
nised as the absolute necessity for com- 
plete coverage of all employees, with 
active understanding and participation by 
the whole organisation. Four major steps 
were taken to guarantee this, viz.: 

(1) All planning was done on a full- 
participation basis, including re- 
presentatives of every division 
of the firm. There were no 
secrets or surprises. 

Objectives were realistic and de- 
fined in concrete terms which 
everybody could understand. 

Programmes to stimulate and 
maintain interest were designed 


so as to inform and educate. 
Everything used was regarded as 
a training device. 

Close attention was given to 
keeping everybody informed con- 
tinuously of the firm’s success 
in relation to the programme. 

One surprising feature is that the 
Quality Control Department conducted an 
intensive selling and service programme. 
This leads the reader to wonder in what 
other way the functions of the Quality 
Control Department in this company 
differ from the functions of similar 
departments in Australia, and what ad- 
vantages were expected from this rather 
unusual alienation of the Sales Depart- 
ment’s functions. 

After having read the article, one al- 
most unconsciously rechecks it to ascer- 
tain just in what manner quality improve- 
ment actually does reduce cost. There 
may be other channels of cost reduction 
through quality improvement, but the 
only one mentioned specifically in the 
article is the reduction of imperfects, in 
other words, reduction of wastage in 
materials and labour. This, however, is 
not quality improvement at all, but 
merely maintenance of existing quality 
standards unless the company has fol- 
lowed the practice of selling its imper- 
without distinction from finished 
which comply with the quality 
standards. 
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MAN-HOURS AS YARDSTICK 


Food Industries’ Journal—a 
Hill Publication—May, 1949, 
issue, the man-hour is claimed to be a 
better yardstick of progress than the 
money unit, especially in this inflationary 
age. 

It is considered vital for a business to 
reduce man-hours because ‘‘man-hours”’ 
are getting into the most costly class of 
items purchased and wages rates will con- 


In the 
McGraw 


tinue to go up. For each individual step 
in processing—from the ecartage in on 
material to the outward bound truck— 
the man-hours per unit of product must 
be analysed and every effort made to 
reduce them. 

In using the man-hour as a yardstick, 
ways and means will be found for 
mechanisation both by better machines 
and substitutes for manual labour. 


(Continued on page 341) 





i ep emery a 


AR PECL PSY 


September, 1949 


Articles in Cost Accounting Journals—continued 


The Australian Accountant 


REDUCING DIRECT LABOUR COST IN BAKERIES 


In the same journal mention is made 
that the goal of one of the large bakeries 
in U.S.A. is to cut the direct labour cost 
by 50 per cent. and increase profit by one- 
half. In three years, 11 million dollars 
has been spent for new plant and equip- 
ment and an additional 34 million dollars 
has been earmarked. 


Advanced methods ranging from auto- 
matic handling of bulk materials to con- 
tinuous mixing and-faster packaging are 
being utilised. Continuous band ovens 
are replacing the old reel ovens and sav- 
ing one dollar 20 cents per 100lb. in the 
production cost of a typical product. 


= ‘ DOUGHNUTS 


A classic example of the application of 
standard cost control is contained in the 
August, 1948, issue of the Food Industries” 
Journal. A _ short article describes a 
standard cost system for the bakeries of 
the Mayflower Doughnut Corp., New York 
City. Standard recipes are set up for 
doughnuts of various weights. Packag- 
ing specifications and cost are predeter- 
mined—l per cent. being allowed for 
waste. Man-hours for processing are as- 
sessed so that for a projected output of 
so many thousand dozen doughnuts the 
number of employees and payroll will be 
known. 

A shop budget is established detailing 
the amounts that can be spent on 
electricity, gas, repairs, laundry, window 
cleaning, telephone and telegraph. Any 
excesses must be explained to head office. 


Samples of the control reports are 
shown and illustrate the labour cost con- 
trol and the usage of ingredients and 
packing for the day, and month to date, 
with a summary comparison’. with 
standard usage. 

A daily production report gives the 
quantity of each line—sugar, plain choco- 
late, ete.—for the day and to date. The 
weight guaranteed, the actual weight, 
also the fat and sugar used for each kind 
of doughnut and pack and the amount 
that should have been used. 

One of the biggest causes of excesses 
costs in the baking industries is the 
volatile behaviour of materials which 
leads to excess costs until the position is 
remedied. These variations are quickly 
evidenced in the cost figures. 


COST BULLETINS NOS. 25 AND 26. 


(Published on Ist March and 16th May, 1949, by the Australasian Institute of 
Cost Accountants.) 


The most interesting and instructive 
portion of a lecture is the discussion 
which often follows. These discussions 
lay stress on the actual problems which 
the questioners themselves have met; in 
consequence, they generally are intensely 
practical and helpful. 

The Australasian Institute of Cost Ac- 
countants has adopted an innovation with 
its Cost Bulletins Nos. 25 and 26, which* 
are based on the first four sessions of the 
Standard Cost Post-graduate Course 


which the Institute conducted so very 
successfully in Melbourne last year. These 
bulletins give a precis of each lecture, 
followed by more detailed reports of the 
discussions which followed. 
The phases of standard costs covered 

by these two bulletins are: 

Concepts and terminology. 

Procedure and technique. 

Preparation of standards. 

Problems affecting installation. 
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SHOULD A PRIVATE COMPANY 
LIQUIDATE? 


H. H. ANTCULIFFP, A.I.C.A. 


(Being an extract. from a Lecture delivered at Brisbane, under the 
auspices of the Queensland Division of the Commonwealth Institute of 
Accountants, on ‘‘Taxation of Private Companies.’’) 


Since the passing of the 1948 Amending 
Income Tax Act (No. 44 of 1948), the 
question is frequently asked whether a 
Private Company should go into liquida- 
tion and the business be carried on by a 
partnership or in some other manner? In 
dealing with this question, consideration 
should also be given to the possibility of 
lessening the burden of taxation by a more 
reasonable interpretation, and application 
of, Section 109 of the Act. 

Dealing with the question whether it is 
advisable from a purely income tax point 
of view to change over to a partnership, 
my advice is to exercise caution and 
“hasten slowly.” It is impossible to lay 
down any hard and fast rule, as much 
depends upon the facts and circumstances 
in each particular company. In my ex- 
perience I have known cases where, again 
from a purely income tax point of view, 
no benefit was obtained from floating the 
business into a company. Usually, how- 
ever, other. factors are taken into con- 
sideration before a company is formed, 
such as limited liability, bank overdraft 
accommodation (which is usually more 
readily obtainable by a company); the 
introduction of new outside capital; sim- 
plification of several matters in the event 
of death of a shareholder as compared 
with the death of a partner; and transfer 
of shares, which is more readily effected 
than the transfer of an interest in a 
partnership. From an income tax point 
of view there is also the advantage of not 
having to pay Provisional Tax which, in 
some instances, may be rather embarras- 
sing and, furthermore, upon the sale of 
shares in a company, no question arises as 
to the taxability of any profit realized 
upon the sale of goodwill which, in cer- 
tain circumstances, might be raised upon 
the sale of a business by a partnership or 
sole trader, nor does the question of re- 
coupment of depreciation arise. 


In some cases it may be possible to 
overcome the taxation disabilities which 
it is considered are being suffered by 
reason of the fact that the company is 
assessed as a private company by becom- 
ing the subsidiary of a public company. 
Under the Act, a subsidiary of a public 
company is one where sufficient shares 
are held by one or more public companies 
to place in their hands control of the com- 
pany. If after considering all of the fore- 
going points and any other relevant ones 
it is still thought desirable to cease to 
carry on as a company, before finally de- 
ciding upon liquidation, consideration 
might be given to the question, in appro- 
priate cases, of keeping the company in 
existence and renting or sub-letting the 
business premises, and plant and machin- 
ery or other assets to a _ partnership, 
which would then carry on the active 
operations of the business. 

The rental in such cases could be fixed 
at a figure approximately sufficient to 
enable the company to meet rates, insur- 
ances and other charges, and in the case 
of plant and machinery also sufficient to 
cover depreciation, so that the company 
would have little or no taxable income. 

Still another possibility is the division 
of the company’s business’ between 
various companies to be formed, each to 
carry out certain operations. By so doing 
advantage would be obtained of the lower 
rate of 5/- in the £ on the income of each 
company up to the first £5,000 and, in 
effect, 30% exemption would be allowed 
on the first £2,000 of the distributable 
income in each case and also the dimin- 
ishing scale applicable to a distributable 
income in excess of £2,000. 

Should it be decided that no alternative 
method is satisfactory or practicable and 
liquidation of the company is finally 
agreed upon, it is important to see before 
going into. liquidation, that all undis- 
tributed profits tax assessments up to and 
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Should a Private Company Liquidate?—cont’d 
including the year ended June, 1947, have 
been received and the full benefit of any 
deduction of this account has been 
obtained. 

As far as I personally am concerned, 
I have not, so far, found it necessary or 
advisable to recommend to any private 
company that it should go into liquida- 
tion solely as a result of the new pro- 
visions of the 1948 Act as affecting 
private companies. 

Dealing now with the second point, it 
is considered that in future there are 
greater possibilities of the provisions of 
Section 109, in regard to remuneration 
paid to directors and shareholders and 
their relatives, being administered in a 
more liberal manner than in the past. 
This has already been progressively 
noticeable over the last few years as the 
Board of Review, in dealing with many 
eases, have laid down certain guiding 
principles. Some of these may be briefly 
stated as follows: 

(1) Capital is entitled to its due but 
not an excessive reward (9 
C.T.B.R., page 194). 

In determining the reward due to 
capital regard should be taken of 
what might be considered an ade- 
quate return on capital from any 
cOmpany in similar circumstances 
(9 C.T.B.R., page 195). 

That it is too arbitrary a method 
to fix directors’ remuneration from 
year to year by taking into ac- 
count only an increase or decrease 
in sales or net profits (9 C.T.B.R., 
page 197). 

That capital should not be given 
an extra reward at the expense of 
those who are responsible for the 
successful conduct of the business 
(10 C.T.B.R., page 274). 

The question of what is reasonable 
remuneration depends almost en- 
tirely on the value of services ren- 
dered, but it cannot be governed 
entirely by that element (11 
C.T.B.R., page 217). 

The responsibilities of a director 
and the value of his or her experi- 
ence are factors to be considered 
(11 C.T.B.R., page 222). 

Even when the position held by the 
person concerned was described 
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by the Board as “almost a sine- 

eure,” £104 p.a. was considered a 

reasonable allowance (11 C.T.B.R., 

page 225). 

It is submitted that another entirely 
new angle of approach should in many 
cases now be made to this question, viz., 
a comparison should be made between 
the tax which would have been payable 
if the business had been carried on by a 
partnership and the tax actually assessed 
against the private company and _ its 
shareholders . When the amending Bill 
was before the House the view was freely 
expressed that one of the objects aimed 
at was to endeavour, as far as possible, to 
prevent a private company from being in 
a hetter position, from an income tax 
point of view, than the proprietors would 
have been if they had conducted its ae- 
tivities as a partnership, or as a sole 
trader, in any appropriate case. 

The Minister in charge of the Bill, the 
Hon. J. J. Dedman, in his second reading 
speech is reported at page 271 of Han- 
sard, volume 15, as saying on 8th Sep- 
tember, 1948: 

“In determining whether a com- 
pany should be classed as a private 
company, a comparison may be made 
between the company and a partner- 
ship. In many instances, companies 
represent the incorporation of part- 
nerships, the business being con- 
ducted in exactly the same manner as 
by the partnership before ineorpora- 
tion.” 

The Treasurer, the Right Hon. J. B. 
Chifley, at page 20 of an explanatory 
memorandum which was circulated in 
Parliament when the Bill was introduced, 
in referring to the proposed definition of 
private companies the shareholders of 
whieh are less than twenty in number, 
said : 

“These companies, to a-large ex- 
tent, represent the incorporation of 
businesses formerly carried on by 
sole traders or partnerships. The 
companies are managed and con- 
trolled in exactly the same manner 
and by the same persons as the busi- 
nesses were managed and controlled 
prior to incorporation. The busi- 
nesses of these companies could still 
be carried on by partnerships (the 
partners being identical with the 
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Should a Private Company Liquidate?—cont’d 
shareholders) as under the laws of 
the States, incorporation is not obli- 
gatory, except in immaterial cases, 
until the persons seeking to carry on 
business in common exceed twenty in 
number.” 

After the Bill was passed the matter 
was again referred to by the Prime Minis- 
ter. In a letter sent to the Victorian Tax- 
payers’ Association and which is quoted 
at pp. 33 and 34 of the Taxpayers’ Bul- 
letin of 1st February, 1949, the Prime 
Minister, in dealing with remuneration 
paid to directors or shareholders, stated: 

“The net result is that, after the 
payment of remuneration to their 
proprietors, 40% of the private com- 
panies in Australia have no intome 
remaining to be subject to primary 
tax or undistributed profits tax.” 

Further on in the same letter the Prime 
Minister also stated: 

“After careful consideration of 
the whole question of private com- 
pany taxation, I have come to the 
conclusion that the proper standard 
of comparison in determining the 
level of taxation to be imposed on 
this class of company and its share- 
holders, is the tax which would be 
paid by the members of a partner- 
ship in comparable circumstances.” 

That is a very clear and unequivocal 
statement. In another letter written by 
the Prime Minister dated 28th December, 
1948, addressed to the Taxation Institute 
of Australia, and which body circulated 
a copy thereof to its members by circular 
No. 148 dated 8th February, 1949, the 
following occurs: 

“.. that, prior to the introduction 
of the Bill, the weight of taxation on 
private companies as compared with 
partnerships and sole traders had 
been carefully measured. The pro- 
posals contained in the Bill were 
based on that examination, and the 
view is held that these proposals, in 
conjunction with the reduced pri- 
mary tax on companies will result in 
private companies paying in the gen- 
erality of cases approximately the 
same amount of tax as comparable 
partnerships.” 
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Taxpayers, in my opinion, are fully 
justified in accepting the views expressed 
above as a clear statement of Government 
policy in this connection and, while it 
would have been infinitely more satisfac- 
tory if an appropriate amendment had 
been made to Section 109, no doubt the 
Commissioner, when administering the 
section, will give due weight to those 
statements. This aspect does not concern 
those private companies falling within 
the fortunate 40% category, that pay 
neither primary nor undistributed profits 
tax, but the remaining 60% may be 
materially affected. 

The executives or taxation advisers of 
all such private companies would be very 
well advised, in my opinion, to pay par- 
ticular attention to views expressed by 
the Prime Minister in so far as they 
might have application to any particular 
ease, not only in dealing with an undis- 
tributed profits tax assessment when re- 
ceived, but also when the question of 
fixing. the remuneration to be paid by the 
company to directors, shareholders, or 
their relatives, is being considered. 


Furthermore, consideration should also 
be given to the views expressed by the 
Board of Review in the cases referred to 
above, and in various other cases. It ap- 
pears to me, if this be done and salaries 
or other remuneration payable“to direc- 
tors or working proprietors be fixed on a 
somewhat generous scale, in the majority 
of cases they could be fully justified, con- 
siderable relief from tax might thus be 
obtained. 


It is impossible to lay down any hard 
and fast rules as conditions affecting dif- 
ferent companies vary so much. It is im- 
portant to remember, however, that the 
members of the company are the persons 
who must fix the salary or remuneration ~ 
in the first instance. Section 109 confers 
on the CommiSsioner the right only to 
determine whether, in his opinion, any 
sum paid or credited, exceeds a reason- 
able amount; he may therefore make a 
reduction in the amount allowed as a de- 
duction, but he cannot grant an increased 
deduction over and above the remunera- 
tion decided upon by the members of the 
company. 
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BOOK REVIEWS 


Cost Accounting Principles and Practice, by Joun J. W. Neuner, Pu.D. 3rd edn. 
Richard D. Urwin, Inc., Chicago, 1948. 


This third edition of Dr. Neuner’s text 
has been attractively produced. The book, 
like the majority of texts published on 
Cost Accounting places the emphasis on 
the mechanics of costing as distinct from 
any detailed consideration of basic theory. 

A careful and exhaustive treatment of 
the mechanics of Cost Accounting is con- 
eluded by a chapter entitled “A Re- 
examination of Cost Accounting from the 
Managerial Viewpoint,” written by W. J. 
Vatter, C.P.A., Associate’ Professor of 
Production and Accounting Control at 
the University of Chicago. 

A commendable feature of the book is 
the collection of excellent practice exer- 
eises following each chapter, and the Job 


Principles of Accounting—Introductory 


Order Cost Set, Process Cost Set, and 
Standard Cost Set, lengthy application 
exercises taking up the last three chap- 
ters of the book. All of these exercises 
have been very carefully compiled and 
should be of enormous value to students 
and teachers alike. 

Another noteworthy feature of the 
book is the splendid diagrammatic presen- 
tation of the ledger work involved in the 
control over the elements of cost, and the 
various tabular summaries of the methods 
used. 

Dr. Neuner’s text can be recommended 
to both teachers and students of Cost 
Accountancy. 

FRANK DOWNES. 


(3rd edn.), by H. A. Finney. Published 


by Prentice-Hall, Ine., New York, June, 1948. Pp. 670. Price $5.65. 


This is the third edition of a widely 
used American textbook, and on reading 
it, it is easy to see some of the reasons 
for its popularity. One lies in the method 
of approach. The author in his preface 
states his opinion that “at the earliest 
possible point in the course, the student 
should be acquainted with the entire 
eycle of bookkeeping procedure,” and we 
accordingly find that this cycle is com- 
pleted in the first four chapters which 
cover, successively, (i) Assets and Equi- 
ties, (ii) Changes in Surplus, Journal- 
izing and Posting, (iii) Working Papers, 
and (iv) Closing the Books. The treat- 
ment which follows presents the cycle 
again and again, adding amplifications 
and complexities, and in some instances 
modifications to the treatment which has 
preceded it. 

Another lies in the departure from the 
traditional sole proprietor approach, 
which is replaced in this book by the im- 
mediate introduction of the corporation, 
in order to provide students at the out- 
set with a clear conception of net worth 
and surplus. The corporation which is 
thus introduced so early is, however, one 
engaged in selling real estate for clients 
on a commission basis, as it is. thought 


that this would “show more clearly how 
income and expenses affect net worth” 
and at the same time would avoid “the 
inventory complication in the first ex- 
planation of the procedure of closing the 
books.” 

The student is thus guided over a wide 
area of accounting study; he is not 
pushed, blind-folded, over tracks through 
trees which obscure the wood, but is en- 
abled to proceed with a firm tread and 
open eyes along paths where he can see 
where he is going. And, in the end, of 
course, he is able to cover much more 
ground more quickly. 

The book is designed as a text for the 
first year in full-time course in account- 
ancy, and with the ample problem 
material provided it would appear to 
serve this purpose admirably. The clarity 
of the textual material reflects a lengthy 
experience in exposition. One is im- 
pressed with the continued emphasis 
upon the use of working papers (the mul- 
tiple-column trial balance) at each stage 
of the “cycle of bookkeeping procedure,” 
and with the concise but adequate illus- 

“trations throughout. 

Fitted into the general treatment are 

chapters on manufacturing accounts and 


oS ies) ba sain ee nes 


aie, ee 





The Australian Accountant 


Book Reviews—continued 


manufacturing cost controls, the voucher 
system, theory and principles of account- 
ing, and analysis of statements. In the 
chapter on theory and principles the 
author sets out a number of tenets which 
he states “are of such fundamental im- 
portance that they are generally accepted 
as principles.” Although there may be 
some differences of opinion on this. point, ' 
the following list of them makes an in- 
teresting set. 
Cost is the generally accepted basis 
for accounting for assets and expenses. 
Expenditures chargeable to asset ac- 
counts and those chargeable to expense 
accounts should be carefully distin- 
_ guished. 
Although cost is the generally ac- 
cepted basis for accounting for assets 
and expenses, other bases are some- 
times preferable or acceptable. 
Cost transformations and cost expira- 
tions must be differentiated. 
In the allocation of costs no special 
favours or cost exemptions should be 
granted. 
All costs expired during a period 
should be charged against the income 
for the period (or perhaps, in special 
instances, against earned surplus), and 
provision should be made for future 
costs applicable to current income. 
Revenues should not be regarded as 
earned until an asset increment has 
been realized, or until its realization is 
réasonably assured. 
Conservatism, although desirable, is 
not a justification for the understate-* 
ment of net worth and the misstate- 
ment of net income. 
Departures from consistency should 
be disclosed. Accounts and statements 
should give expression, so far as pos- 
sible, to facts evidenced by completed 
transactions and supportable by objec- 
tive data. Statements should be truth- 
ful and should make full disclosure of 
significant information. 
Each, of course, is supported by a brief 
discussion. The chapter on analysis of 
statements is, I think, the best single- 
ehapter treatment of this topic which I 
have read. 

Following the textual material proper 
are three appendices dealing with (i) mat- 
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ters related to payrolls, (ii) location of 
errors and (iii) preparation of monthly 
statements when books are closed annu- 
ally. The assignment material covers 
nearly 150 pages of questions and 
problems. 

It is, I suppose, inevitable that even in 
such a book as this there should be some 
points about which a reviewer differs 
from the author. One might, for example, 
like to see the notion of cost of goods sold 
introduced as a continuously functioning 
account in the initial treatment of mer- 
chandise operations (in Chapter 5) in- 
stead of being deferred until perpetual 
inventories are treated under manufac- 
turing cost controls (Chapter 29). One 
may find it difficult to see the reason for 
introducing (p. 175) the outmoded classi- 
fication of “real” and “nominal” accounts. 
One might prefer to see a distinction 
drawn in the accounts and reports be- 
tween bad debts written off and doubtful 
debts provided against, or an individual 
proprietor’s current account to which 
both profit and drawings may be trans- 
ferred before closure to capital. And one 
would certainly prefer to see bank recon- 
ciliation statements after all entries in the 
books of record had been completed. since 
one of the most important reasons for 
carrying on the reconciliation procedure is 
to ensure that the cash journals of an en- 
terprise are accurate and complete. And 
one cannot quite see how computing in- 
ventory on two bases (cost and the lower 
of cost or market) involves so much more 
work than its computation on the basis of 
the lower of cost or market that it should 
be ‘‘usually regarded as impracticable.’’ 

But these and similar differences are, to 
some extent at least, perhaps merely mat- 
ters of personal preference. A more 
formidable obstacle for students in this 
country is the unfortunate differences be- 
tween Australian and American termin- 
ology and legal codes; it is this which pre- 
cludes us from recommending this book 
for the use of first-year students here. It 
is felt, however, that it is a book which 
could be studied with much profit by all 
those who are faced with the task of ex- 
pounding, at the introductory level, ac- 
counting procedures and principles. 


LOUIS GOLDBERG. 
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Modern Corporation Finance, by W. H. Huspanp and J. C. Docxeray. Richard D. 
Irwin, Ine. Chicago, 1948. Pp. xiv +690. 


This is perhaps one of the most stimulat- 
ing books on Corporation Finance pub- 
lished in America in recent years. Our 
generation has witnessed a growing in- 
terest in the widening of the responsibili- 
ties of private persons and private under- 
takings; we discuss the- social implica- 
tions of private actions; we condone and 
promote legislation which curbs private 
initiative when we believe it conflicts 
with the “general interest”; we ponder 
the obligations of managers and employ- 
ers towards employees, customers and 
other groups of people. This tendency 
the authors elaborate, relating it closely 
to the problems of financing and manag- 
ing the operations of private business cor- 
porations. This is the sense in which this 
book may be distinguished from others 
on the same subject by the epithet 
“modern” in its title. 


Stating their point of view, the authors 
write, “In this book, the basic position of 
the corporation is recognized, but, in ad- 
dition an attempt will be made to 
analyse the effects of financial policies 
and practices on public welfare as well as 
on the corporation itself. This social em- 
phasis constitutes an entirely practical 
and necessary approach; this is a day of 
social awakening when business policies 
must be considered in the light of their 
effect upon the publie at large.” One ex- 
pects chapters on the “machinery,” of 
financjng to predominate in a work of 
this kind; but, that eleven out of the 
thirty-six chapters deal mainly with the 
“social emphasis,” says much for the way 
in which the objective has been pursued. 


In Australia we are unable to obtain 
the benefits from a high degree of special- 
ization in financial institutions which 
America enjoys. Corporate businesses 
here number much less than one-tenth of 
those operating in the United States. For 
similar reasons our literature on business 
finance and our discussions of financial 
operations interest only a few, and our 
knowledge of this aspect of business 
operations is the poorer. Those who are 
interested must of necessity use Ameri- 


ean texts, even though the terms used 
and scale of businesses discussed are un- 
familiar to Australian readers. 

An excellent example of the extent to 
which a large number of corporate un- 
dertakings complicates éhe investment 
structure and necessitates specialization, 
is the variety of bonds (securities for 
long-term eredit) which may be issued. 
Five varieties of insecured and sixteen 
varieties of secured bonds are described; 
even if all these varieties could be iden- 
tified in Australian examples; the classi- 
fication would not be a useful one because 
of the small number of cases which would 
be found in all except a few widely used 
types. However, the fact that they have 
been used shows that the search for satis- 
factory combinations of security and 
yield has been a problem for some man- 
agements; and that often they have been 
influenced by immediate financial expedi- 
ence rather than guided by a sound finan- 
cial plan. This should serve to warn many 
who must make decisions involving the 
financial structure of businesses; “the 
essence of financial soundness is usually 
found in simplicity’—and this can 
only be attained by carefully planned 
financing. 

It is typical of all overseas books on 
financing that little mention is made, if 
any, of the problems involved in using 
business funds most effectively; in faet, 
financing is often treated as if it were an 
end in itself, with no close relationship to 
operating activities. This attitude is un- 
realistic, because profitable operation is 
as much a determinant of ability to raise 
money as is the security offered to in- 
vestors and lenders. That more attention 
should be given to the internal applica- 
tion of funds seems evident: for, firstly, 
the money turned over in a year is often 
many times the capital invested and small 
percentage savings in costs may mean a 
substantial addition to available profits; 
secondly, Schumpeter (Socialism, Capital- 
ism and Democracy) points out that during 
the ‘twenties over half the number of 
American corporations earned no profits 
or profits disproportionate to the risks in- 
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Book Reviews—continued 

volved; and thirdly, the present authors 
quote figures showing that for the period 
1930-1938 inclusive, dividends distributed 
by corporations in all industries exceeded 
profits in all years, to the extent of 20,000 
million dollars in all. Further to this, it 
does seem odd that though the American 
Management Association has a financial 
management division and frequently pub- 
lishes papers on financial problems, none 
of the American books takes the title 
“Financial Management” and few discuss 
at any length the managerial processes 
involved between the time of raising 
money and the date of paying dividends 
or winding up. 

Technical aspects of the subject—types 
of securities, promotion, capitalization, 
liquidation, etc.—are adequately dealt 
with and illustrated from actual com- 
pany histories. Each chapter is followed 
by a list of questions for discussion. The 
volume is well set up and material is fully 
indexed. 
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Accountants and managers who give 
any thought to the question of their re- 
Sponsibilities, as individuals or as groups, 
for economic and social progress, will be 
encouraged by this book, to free them- 
selves from the traditionally conservative 
attitude which has long characterized 
private business and its officers. Perhaps 
there are as yet no really strong forces 
which insist on adequate information 
about private business to serve, or to pre- 
vent the exploitation of, most social 
groups; but the ideals of today become 
the habits of tomorrow; and the dis- 
closure of information, about which many 
are at present timid, may sometime be- 
come a matter of course. The promotion 
of an attitude among business people 
which recognizes social factors and forces 
and which leads them to assume social 
responsibilities is an important function 
of this type of book. 


R. J. CHAMBERS. . 
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LEGAL SECTION 


Edited by 
R. E. O’NEmu, A.1.0.A. 


VALUE OF GOODWILL OF A PARTNERSHIP SUBJECT 
TO DEATH DUTY 


The testator, at his death, owned an 
interest in a partnership. Under the deed, 
the surviving partners had the right to 
acquire the testator’s interest at a price 
which was not to include the value of 
goodwill, The surviving partners exer- 
cised this right. The question at issue was 
whether the share of the testator in the 
goodwill of the partnership was subject to 


Federal Estate Duty. The High Court 
(Williams, J.) held (following Milne’s 
Case, 69 C.L.R. 270) that the value of the 
goodwill was dutiable under s 8 (4) (e) 
of the Estate Duty Assessment Act (Per- 
petual Executors and Trustees’ Associa- 
tion of Australia Ltd. (Executors of F. C. 
Thomas, deceased) v. F.C. of T—8 March, 
1949). 


SALE TO TRUSTEE FOR COMPANY TO BE FORMED SUBJECT TO DOUBLE 
STAMP DUTY 


By agreement between a vendor and S 
it was agreed that the vendor would sell 
to S ‘‘or his nominee or nominees (all of 
whom are hereinafter included in the 
designation ‘the purchaser’)’’ certain 
lands and other property. Ad valorem 
duty was assessed on this agreement. 
Soon afterwards, three companies were 
incorporated. S nominated these com- 
panies as purchasers of parts of the lands, 
and the vendor conveyed these parts to 
the companies. Ad valorem duty was as- 
sessed on the conveyances. The N.S.W. 
Full Court held that the second amount 
of duty was properly chargeable (Lake 
Victoria Ltd. and Others v. Comr. of 
Stamp Duties—22 April, 1949). 

‘The present is not a case of an agent 
eontracting to buy on behalf of an un- 
disclosed principal who wishes to conceal 
the fact that he is in the market lest it 
should lead to a demand for an exorbitant 
price. It is unnecessary, therefore, to 
consider what the position would be if, 
in such a case, the Commissioner sought 
to obtain ad valorem duty not only on 
the contract with the agent, but also on 
the conveyance to his principal. In the 
present case, it is clear that Smith did 
not by the agreement of 4 March, 1947, 
contract either as agent or as trustee for 
the companies which he intended to in- 
corporate, for they then had no existence. 
In law, the effect of the agreement was 


that Smith became the equitable owner 
of the lands and other property, the sub- 
ject of the agreement, and liable to pay 
to the vendor the price of £86,000 there- 
for. The facts that subsequently the 
vendor, by Smith’s direction, transferred 
parts of the lands and other property to 
three of the companies after they had 
come into existence, and that these com- 
panies paid to Smith’s vendor 
£55,570/12/7, produced the effects that 
Smith’s equitable property in parts of the 
lands became divested from Smith and 
vested in the three companies, and Smith 
got from the three companies the benefit 
of being relieved to the extent of 
£55,570/12/7 from his obligation to pay 
£86,000. In the absence of anything point- 
ing to the contrary, this implies an agree- 
ment between Smith and the three com- 
panies that in consideration of Smith 
causing parts of the lands in question 
belonging to him to be vested in the com- 
panies the companies would pay to the 
vendor certain moneys which Smith would 
otherwise be liable to pay’’ per Jordan, 
C.J. 

We were taught at our mother’s knee 
or our father’s kilt, as the case may be, 
that a person cannot enter into a contract 
on behalf of an unborn principal. The 
principal must be in existence at the time 
the contract was made. Thus, in Kelner 
v. Baxter (L.R. 2 C.P. 174), the promoters 
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of a company as yet unformed entered 
into a contract on its behalf, and the com- 
pany when duly incorporated ratified the 
eontract. It became bankrupt and one of 
the promoters was successfully sued upon 
the contract. Said Willis, J.: ‘‘Could the 
‘eompany’ become liable by a mere rati- 
fication? Clearly not. Ratification can 
only be by a person in existence either 
actually or in contemplation of law .. .’’ 
This rule was cited with approval and 
adopted by the Privy Council in the later 
‘ease of Natal Land Co. v. Pauline Colliery 
Syndicate, [1904] A.C. 120. 

So, also, in the Stamp Duty case cited 
above, S ‘‘did not by the agreement of 
4 March, 1947, contract either as agent or 
as trustee for the companies which he in- 
tended to incorporate, for they then had 
no existence.’’ 

In the great majority of instances the 
execution of the familiar ‘‘preliminary 
agreement’”’ by the ‘‘trustee’’ and the 
‘adopting agreement’’ by the company 
is quite unnecessary, having regard to the 
relationship of the parties. The Stamp 
Duty case demonstrates that such a 
course of conduct is also undesirable, in- 
volving, as it does, double stamp duty. 
Except in rare instances the transaction 
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may be consummated by the formation of 
the company in the first place and by 
direct sale from the vendor to it. 

As Mr. Justice Higgins once pointed 
out, ‘‘There is no law that compels a 
man to put his hand into the jaws of the 
alligator,’’ particularly where, as in the 
present instance, the alligator has a 
double row of teeth. In many instances 
the sale’ of a business to a company may 
be consummated in the following manner: 

The vendor makes a written offer to the 
company setting out full particulars of 
the assets of the business; the directors 
pass a resolution accepting the offer and 
authorising one of the directors to com- 
muniecate the acceptance verbally to the 
vendor; the acceptance is so verbally com- 
municated. It is considered that stamp 
duty will be attracted only where a docu- 
ment is required for the purpose of per- 
fecting the company’s title to the particu- 
lar property, such as a conveyance of land 
or the transfer of shares. By means of 
such written offer and verbal acceptance 
the writer believes that considerable sums 
of stamp duty ean be saved, particularly 
in respect of the goodwill of the business 
sold. Needless to say, legal aid should 
always be invoked in this class of trans- 
action. 
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STUDENTS’ 


SECTION 


Edited by 
O. R. MacDona.b, A.1.C.A. 
THE VALUATION OF BOOK DEBTS 
TREATMENT OF CASH DISCOUNTS 


The Editor, 
THE AUSTRALIAN ACCOUNTANT. 


Dear Sir, 

The interesting article by Mr. O. R. 
MacDonald in your June issue, entitled 
“The Valuation of Book Debts” raises 
some points on cash discount which are 
instructive to students for whom the 
article is chiefly written. But it may be 
as well to tell the student that there is 
another side to the story. 

Many accountants do not agree that it 
is at all necessary to make a provision for 
cash discounts on the total balance owing 
by debtors at the end of the financial 
period. In this connection, it is the inside 
or commercial accountant that ts meant 
not the outside or professional account- 
ant or auditor. The professional account- 
ant, in his role as auditor, is imbued with 
(I almost said obsessed with) the fear of 
over-valuation. The commercial account- 
ant, on the other hand, has to make the 
entries for the provisions and he often 
wonders whether it is worth all the 
‘trouble. 

The arguments against making pro- 
vision for discounts, advanced by many 
commercial accountants, are as follows: 

(1) That cash discounts are contingent 

upon the payment of accounts 
within a stipulated time, and there- 
fore should not be considered until 
they are actually allowed or re- 
ceived. Being based on time, the 
period when the accounts are paid 
should bear the loss or receive the 
credit for the gain, as the case may 
be. 

That cash discounts have no rela- 
tion to sales and purchases, except 
in the same sense as any other 
items of losses and gains in con- 
ducting a trading business. They 
have a direct connéction with 
finance, howéver, and the loss of 
discount “allowed is compensated 
for by the benefit arising from 


prompt payment, especially the 
saving of interest where there is an 
overdraft. 

That the practice of making pro- 
vision for discount allowable is an 
unnecessary refinement of asset 
valuation as, except where debtors’ 
balances fluctuate considerably 
from year to year, there is little 
difference resulting from the ad- 
justments. The setting off of pro- 
vision for discount receivable, also, 
ereates more work than is justified 
by the results. 

Whether or not we support these argu- 
ments, it is well to let students know that 
they are put forth. It is interesting to 
note that the examiners of the various ae- 
countants’ institutes now rarely require 
an adjustment to be made in a problem 
covering provision for cash discounts on 
outstanding debtors. This probably ae- 
eounts for Mr. MacDonald’s remark that 
“the deduction of cash discount is much 
less common than it should be and indeed 
the treatment of discounts in the accounts 
rarely receives the attention it merits.” 
The real reason, however, for the aban- 
donment of the practice is probably the 
pressure from the commercial accountant 
against the insistence of the professional 
accountant that such provision should be 
made. 

The treatment of cash discounts (actu- 
ally receivable and allowable) in the ae- 
counts, along the lines of the report of a 
committee of the Commonwealth Institute 
of Accountants and favoured by Mr. L. 
A. Schumer, although irrelevant to the 
question of provision, has much to recom- 
mend it. But, again, its adoption in 
practice depends a great deal on the atti- 
tude of the commercial accountant. The 
professional accountant may advocate it 
but cannot insist upon its implementa- 
tion. 

Under present conditions, and as long 
as the seller’s market continues, it cer- 
tainly cannot be conceded (as Mr. 


















Students’ Section—continued 
Schumer pointed out many years ago) 
that “prompt payment of accounts should 
be regarded as the unusual course.” In 
many businesses” now, little business is 
done with customers who do not pay 
strictly on monthly terms of credit. 

The deduction of cash discounts receiv- 
able from purchases may be insisted upon 
by some factory superintendents and de- 
partmental managers who contend that 
their operations should be debited with 


Mr. Adamson ably sets out the: position 
which finds most favour with commercial 
accountants and, generally, by writers of 
accountancy and auditing text books, at 
least until recently. The latter seldom 
directly discuss the matter; their acqui- 
escence in the practice of making no pro- 
vision for discounts is evidenced by most 
of them strongly stressing the necessity 
for providing for doubtful debts, but 
being silent as to discounts. 


Recently, however, a number of ac- 
countaney writers have, directly or by 
implication, shown a_ preference for 
bringing into the accounts of a period 
the discounts on amounts owing to cre- 
ditors and by debtors at balancing date. 
The first question considered by the Com- 
mittee of the Commonwealth Institute of 
Accountants, to which reference was 
made in my article, was: 

“Should cash discounts be recorded in 
the accounting period in which they are 
actually received or allowed, or in the 
accounting period in which the related 
transactions occurred?” 

The answer was: 

“The Committee is of the opinion that 
the prospective receipt or allowance of 
cash discount should be entered as ac- 
counting data at the time the related 
transaction is entered into so that the 
profit or loss for the current accounting 
period may be determined with the maxi- 
mum accuracy within practical limits.” 

The skeleton accounts contained in the 
report are in harmony with this opinion. 

Mr. A. A. Fitzgerald in his work on 
Analysis ‘and Interpretation of Financial 
and Operating Statements, shows provision 
for discounts allowable as a deduction 
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the net cost, and the finance department 
debited with any loss arising from in- 
ability to take advantage of the discount 
offered. Likewise, the finance department 
may rightly contend that it should ob- 
tain the benefit of cash discounts allow- 
able which debtors have not taken, while 
the sales department is credited with the 
net balance of sales after cash discounts 
allowable are deducted. 


R. ADAMSON, 4.1.0.4. 





R. MacDonald 


from sales for the period. His argument 
(pages 102 and 103) that cash discount is 
a deduction from price, rather than an 
item of financial expense, logically re- 
quires that provision be made for discounts 
not yet received. Mr. L. A. Schumer’s 
treatment in his work on Cost Accounting 
is consistent with the views expressed by 
Mr. A. A. Fitzgerald. 

As I see it, the matter is closely bound 
up with the question, “Are trade dis- 
counts to be ineluded in the finance sec- 
tion of the Profit and Loss Statement, or 
are they deductions from purchases or 
sales?” If the latter, it follows that dis- 
counts in respect of outstanding creditors 
or debtors must be brought into account, 
and reduce the figures shown in the bal- 
ance sheet for accounts payable and ac- 
counts receivable. Finney, Kester, and 
some other American writers set out very 
well the arguments for and against the 
two methods of treatment, but, as a gen- 
eral rule, refrain from expressing any 
definite opinion. 

Mr. Adamson sets out well the argu- 
ments against making provision for dis- 
counts, and these should be known by ex- 
amination students. Those numbered 1 
and 2, divorcing discounts from sales and 
purchases, and making them matters of 
finanee, cover what may well have been 
claimed, until lately, as the orthodox 
view. Discount was allowed to encourage 
early payment, but it is to be questioned 
if it is now always so regarded. Fre- 
quently it is seen in the light of a price 
reduction, and the relatively few cus- 
tomers who, through carelessness or in- 
ability, do not avail themselves of it, in- 
cur a penalty similar~ to an _ interest 
charge. 
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Mr. Adamson’s third point is open to 
criticism. The argument that, unless 
debtors’ balances fluctuate considerably 
from year to year, any provision for asse® 
valuation on account of discounts is an 
unnecessary refinement, would apply also 
to provisions for doubtful debts, accrued 
interest on investments, rates, rent, and 
insurance paid in advance, and other cus- 
tomary balance day adjustments, which 
sometimes mean bringing forward the 
same balance each year. Carrying it fur- 
ther, one could argue that debtors and 
creditors be omitted, as they are practically 
identical in amount from year to year, 
as is done frequently by some persons, 
usually professional men, who treat their 
accounts on a cash basis—a basis which 
is allowable for taxation purposes. 

My article was concerned with balance 
sheet valuations, and although Mr. Adam- 
son rightly points out that if book debts 
remain constant from year to year the 
profit is unaffected, this does not alter 
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the fact that the figure shown in the 
balance sheet for debtors is in excess of 
what will ultimately be received if dis- 
count is allowed. 

Examination students, for whom my 
article was intended, should be aware of 
the arguments for and against the mak- 
ing of provision for discounts. In ex- 
amination problems they will usually be 
told whether or not they are to make such 
a provision. In problems where they are 
not asked to do so, the best practice is 
to show discounts received and allowed 
in the operating section of the profit and 
loss account, for they are not, strictly 
speaking, applicable to, and therefore de- 
ductible from, the actual sales and pur- 
chases of the period. If a provision is to 
be made, the discounts could, in my 
opinion, be shown either in the profit and 
loss account or as deductions from sales 
and purchases, but a note could be in- 
serted stating why that method has been 
adopted. 

The subject is a controversial one, and 
the views of readers Would be welcomed. 


AUSTRALASIAN INSTITUTE OF COST 
ACCOUNTANTS 


Microphone Reporting of Labour Movements 


Readers will be interested in the April 
editorial staff contribution to Manufactur- 
ing and Management entitled ‘‘ Microphone 
Reporting for Recording Operators’ Job 
Time.” The article described the pro- 
cedure in operation at the Newport Rail- 
way Workshops to record labour cost by 
a novel procedure. This procedure was 


examined several years ago by members 
of the Labour Control Research Group 
attached to the Victorian Division of The 
Australasian Institute of Cost Account- 
ants. In the article, several good illus- 
trations appear, and members of the 
Group will no doubt wish to take the 
opportunity to examine them. 


N.A.C.A. Bulletins 


In Section One of the March, 1949, issue 
of the N.A.C.A. Bulletin, the auditor’s 
procedure in regard to standard costs is 
discussed. It is contended that the 
auditor might profitably study standard 
cost accounting and its uses. Stock valu- 
ations at standard present problems for 
the auditor. Illustrated examples sug- 
gest how the auditor can use ratios to 


convert the value of stocks at standard to 
actual costs. 

In Section Two of the same issue an 
interesting. question is discussed from the 
Cost Accountant’s viewpoint. “What de- 
preciation for costs?” Consideration is 
given to the question whether depreciated 
charges should be based on cost or cur- 
rent replacement values. 
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Schumer pointed out many years ago) 
that “prompt payment of accounts should 
be regarded as the unusual course.” In 
many businesses now, little business is 
done with customers who do not pay 
strictly on monthly terms of credit. 

The deduction of cash discounts receiv- 
able from purchases may be insisted upon 
by some factory superintendents and de- 
partmental managers who contend that 
their operations should be debited with 


Mr. Adamson ably sets out the position 
which finds most favour with commercial 
accountants and, generally, by writers of 
accountancy and auditing text books, at 
least until recently. The latter seldom 
directly discuss the matter; their acqui- 
escence in the practice of making no pro- 
vision for discounts is evidenced by most 
of them strongly stressing the necessity 
for providing for doubtful debts, but 
being silent as to discounts. 

Recently, however, a number of ac- 
countaney writers have, directly or by 
implication, shown a_ preference for 
bringing into the accounts of a period 
the discounts on amounts owing to ere- 
ditors and by debtors at balancing date. 
The first question considered by the Com- 
mittee of the Commonwealth Institute of 
Accountants, to which reference was 
made in my article, was: 

“Should cash discounts be recorded in 
the accounting period in which they are 
actually received or allowed, or in the 
accounting period in which the related 
transactions oceurred ?” 

The answer was: 

“The Committee is of the opinion that 
the prospective receipt or allowance of 
cash discount should be entered as ac- 
counting data at the time the related 
transaction is entered into so that the 
profit or loss for the current accounting 
period may be determined with the maxi- 
mum accuracy within practical limits.” 

The skeleton accounts contained in the 
report are in harmony with this opinion. 

Mr. A. A. Fitzgerald in his work on 
Analysis ‘and Interpretation of Financial 
and Operating Statements, shows provision 
for discounts allowable as a deduction 
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the net cost, and the finance department 
debited with any loss arising from in- 
ability to take advantage of the discount 
offered. Likewise, the finance department 
may rightly contend that it should ob- 
tain the benefit of cash discounts allow- 
able which debtors have not taken, while 
the sales department is credited with the 
net balance of sales after cash discounts 
allowable are deducted. 


R. ADAMSON, 4.1.¢.A 





R. MacDonald 


from sales for the period. His argument 
(pages 102 and 103) that cash discount is 
a deduction from price, rather than an 
item of financial expense, logically re- 
quires that provision be made for discounts 
not yet received. Mr. L. A. Schumer’s 
treatment in his work on Cost Accounting 
is consistent with the views expressed by 
Mr. A. A. Fitzgerald. 

As I see it, the matter is closely bound 
up with the question, “Are trade dis- 
counts to be included in the finance see- 
tion of the Profit and Loss Statement, or 
are they deductions from purchases or 
sales?” If the latter, it follows that dis- 
counts in respect of outstanding creditors 
or debtors must be brought into account, 
and reduce the figures shown in the bal- 
ance sheet for accounts payable and ae- 
counts receivable. Finney, Kester, and 
some other American writers set out very 
well the arguments for and against the 
two methods of treatment, but, as a gen- 
eral rule, refrain from expressing any 
definite opinion. 

Mr. Adamson sets out well the argu- 
ments against making provision for dis- 
counts, and these should be known by ex- 
amination students. Those numbered 1 
and 2, divorcing discounts from sales and 
purchases, and making them matters of 
finance, cover what may well have been 
claimed, until lately, as the orthodox 
view. Discount was allowed to encourage 
early payment, but it is to be questioned 
if it is now always so regarded. Fre- 
quently it is seen in the light of a price 
reduction, and the relatively few cus- 
tomers who, through earelessness or in- 
ability, do not avail themselves of it, in- 
cur a penalty similar~ to an_ interest 
charge. 
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Students’ Section—continued 


Mr. Adamson’s third point is open to 
criticism. The argument that, unless 
debtors’ balances fluctuate considerably 
from year to year, any provision for asset 
valuation on account of discounts is an 
unnecessary refinement, would apply also 
to provisions for doubtful debts, accrued 
interest on investments, rates, rent, and 
insurance paid in advance, and other cus- 
tomary balance day adjustments, which 
sometimes mean bringing forward the 
same balance each year. Carrying it fur- 
ther, one could argue that debtors and 
creditors be omitted, as they are practically 
identical in amount from year to year, 
as is done frequently by some persons, 
usually professional men, who treat their 
accounts on a cash basis—a basis which 
is allowable for taxation purposes. 


My article was concerned with balance 
sheet valuations, and although Mr. Adam- 
son rightly points out that if book debts 
remain constant from year to year the 


profit is unaffected, this does not alter 
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the fact that the figure shown in the 
balance sheet for debtors is in excess of 
what will ultimately be received if dis- 
count is allowed. 

Examination students, for whom my 
article was intended, should be aware of 
the arguments for and against the mak- 
ing of provision for discounts. In ex- 
amination problems they will usually be 
told whether or not they are to make such 
a provision. In problems where they are 
not asked to do so, the best practice is 
to show discounts received and allowed 
in the operating section of the profit and 
loss account, for they are not, strictly 
speaking, applicable to, and therefore de- 
ductible from, the actual sales and pur- 
chases of the period. If a provision is to 
be made, the discounts could, in my 
opinion, be shown either in the profit and 
loss account or as deductions from sales 
and purchases, but a note could be in- 
serted stating why that method has been 
adopted. 

The subject is a controversial one, and 
the views of readers would be welcomed. 


AUSTRALASIAN INSTITUTE OF COST 
ACCOUNTANTS 


Microphone Reporting of Labour Movements 


Readers will be interested in the April 
editorial staff contribution to Manufactur- 
ing and Management entitled ‘‘ Microphone 
Reporting for Recording Operators’ Job 
Time.” The article described the pro- 
cedure in operation at the Newport Rail- 
way Workshops to record labour cost by 
a novel procedure. This procedure was 


examined several years ago by members 
of the Labour Control Research Group 
attached to the Victorian Division of The 
Australasian Institute of Cost Account- 
ants. In the article, several illus- 
trations appear, and members of the 
Group will no doubt wish to take the 
opportunity to examine them. 


or¢ od 


N.A.C.A. Bulletins 


In Section One of the March, 1949, issue 
of the N.A.C.A. Bulletin, the auditor’s 
procedure in regard to standard costs is 
discussed. It is contended that the 
auditor might profitably study standard 
cost accounting and its uses. Stock valu- 
ations at standard present problems for 
the auditor. Illustrated examples sug- 


gest how the auditor can use ratios to 


convert the value of stocks at standard to 
actual costs. 

In Section Two of the same an 
interesting. question is discussed from the 
Cost Accountant’s viewpoint. “What de- 
preciation for costs?” Consideration is 
given to the question whether depreciated 
charges should be based on cost or cur- 
rent replacement values. 


issue 
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Angus Cancaster 


Mahomet and the Weed 


The story goes that one day the Pro- 
phet, Mahomet, discovered a snake at the 
point of death. In his compassion, 
Mahomet picked up the snake; nursed it 
to his bosom, and brought it back to life. 
When the snake was able to speak it 
remonstrated with Mahomet for his fool- 
ishness in reviving it. The snake ex- 
plained that its race was the predestined 
enemy of man, and, notwithstanding 
Mahomet’s kindness, the snake had no 
alternative but to bite him. The narrative 
goes on to recount one of those almost 
interminable arguments so dear to the 
Arab mind, but in the end the snake felt 
impelled to fulfil its destiny and bit 
Mahomet. The Prophet sucked the wound 
and spat the poison on the ground. Out 
of the spittle grew the tobacco plant, 
combining as it does the virtue of 
Mahomet and the poison of the snake. In 
my opinion the poison predominates. 

The above is an illustration of the wis- 
dom so frequently found in Mohammedan 
literature. Unfortunately, these gems are 
spaced out with unduly lengthy discus- 
sions which try the patience of a western 
reader. The best modern example of the 
above mode of discussion is to be found 
in The White Monk of Timbuctoo, by Wm. 
Seabrook. 

A further illustration of the wisdom of 
Mahomet is to be found in the history of 
the Yashmak. It was part of his revela- 
tion that women should keep their faces 
hidden from the outside world. But how 
to put it over? If he had commanded his 
wives to wear,the yashmak, the only 
reply would have been a very rude noise. 
The Prophet got his way in a simple man- 
ner. He announced that the beauty of 
women’s faces was the cause of so much 
strife among men that for the peace of 
the world it would be better that they 
hid their faces. And so for centuries, 
until very modern times, the yashmak 
has been worn by Mohammedan ladies, 
except by ugly old hags who, by leaving 
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their faces exposed, announce to the 
world they are incapable of causing a 
ripple on the masculine waters. 

Now, this wisdom could well have been 
applied to a recent crisis. Some idiotic 
French fashion designers have decreed 
that ladies’ skirts should be lengthened 
to ten inches from the ground. Obedience 
to this decree would cause an unnecessary 
consumption of millions of yards of ma- 
terial, and the governments of the world 
were naturally alarmed. They harangued 
the ladies and commanded them to dis- 
obey the decree of the Parisian Pansies. 
You know the result. If the governments 
had had only a little of, the wisdom of 
Mahomet they would -have issued a mani- 
festo declaring that because of war and 
post-war privations, the legs of the ladies 
had become so ugly that it were better 
that they hid them. I'll lay a sovereign 
to the word of a politician that within 
three months the dresses would have been 
shortened to vanishing poimut. This would 
in turn have created fresh problems, but 
the dress materal would have been saved. 


The Wall 

George Macaulay Trevelyan, O.M., 
Master of Trinity College, Cambridge, in 
his English Social History thus describes 
the streets of medieval London: ‘‘The 
streets were ill-paved and had no side 
walks; the crown of the causeway sloped 
down on both sides to the ‘kennels,’ i.e., 
channels into which the filth ran; weaker 
passengers, shoved down off the centre of 
the road, ‘went to the wall’ and splashed 
through the mud. Too little checked by 
municipal authority, householders and 
tradesmen threw their garbage, litter and 
offal into the street from doors and win- 
dows, without regard to amenity or sani- 
tation.”’ 

With the greatest respect, I believe that 
in this passage the master has ‘‘nodded.”’ 
It is my belief that the saying: ‘‘the weak 
go to the wall’’ did not have its origin in 
the medieval streets but in the churches. 
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End Pages—continued 

In those far-off times the churches had no 
seats; the congregation stood or knelt. The 
sick and the infirm went to the walls of the 
medieval church and there leant or sat 
during the service. I have heard it said 
that in some churches niches were cut for 
their accommodation, but although I have 
searched in many an old church in Europe 
and England I have found none of these. 

One thing is certain: the saying ‘‘the 
weak go to the wall’’ could have had noth- 
ing to do with the ancient city streeet, for 
there the strong went to the wall to avoid 
the filth described in the above passage. 

Let the master’s great-uncle, Lord Mac- 
aulay, take up the tale of the London 
streets of Stuart times. It will be seen 
that they were no better than the medieval 
streets. Macauley says: ‘‘The pavement 
was detestable; all foreigners cried shame 
upon it. The drainage was so bad that in 
rainy weather the gutters soon became tor- 
rents. Several facetious poets have com- 
memorated the fury with which these black 
rivulets roared down Snow Hill and Lud- 
Hill, bearing to Fleet Ditch a vast 
tribute of animal and vegetable filth from 
the stalls of butchers and greengrocers. 
This flood was profusely thrown to right 
and left by coaches and ecarts.”’ 

A great change for the better began in 
the second half of the eighteenth century. 
Acts were passed in the 1760’s whereby 
raised pavements replaced the protective 
posts; flat stones took the place of the 
pebbles of the roadway ; the creaking signs 
were removed or placed flat against the 
houses, which began to be numbered. No 
longer could Johnson put in the mouth of 
Lord Tyreonnel that London ‘‘abounds 
with such heaps of filth, as a savage would 
look on with amazement.’’ Needless to add, 
the health of London began to improve 
rapidly. By the 1770’s Mrs. Montagu 
could favourably compare the new clean 
London with Paris, where she and her 
friend ‘‘are not yet cured of our astonish- 
ment at the dirtiness, the stinks, and the 
narrowness of the streets.’’ 

Macaulay continues: ‘‘To keep as far 
from the earriage road as possible was 
therefore the wish of every pedestrian. The 
mild and timid gave the wall. The bold 
and athletic took it. If two roisterers met, 
they cocked their hats in each other’s 
faces and pushed each other about till the 
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weaker was shoved towards the kennel. If 
he was a mere bully he sneaked off, mut- 
tering that he should find a time If he 
was pugnacious, the encounter probably 
ended in a duel behind Montague House.’’ 
Gay, in 1716, advised the pedestrian not 
to regain the wall if he had once lost it: 
Yet rather bear the show’r; and tows 
or mud 
Than in the doubtful quarrel risque 
thy blood. 


Dr. Johnson used to relate a curious con- 
versation which he had with his mother 
about giving and taking the wall. ‘‘In the 
last age, when my mother lived in London, 
there were two sets of people, those who 
gave the wall and those who took it; the 
peaceable and the quarrelsome. When I re- 
turned to Lichfield, after having been in 
London, my mother asked me, whether I 
was one of those who gave the wall, or 
those who took it. Now it is fixed that 
everyman keeps to the right; or, if one is 
taking the wall, another yields it; and it is 
never a dispute’’ (Journal of a Tour to the 
Hebrides, 3rd Ed., p. 232). 

We see in the above the origin of the 
custom which still persists today, that is, 
when accompanying a lady, the escort 
walks on the outside of the pavement. But 
what was once a grim necessity is now, to 
most, a polite but meaningless convention. 


The Seaforth Crest 

A reader has asked if I know anything 
of the origin of the Stag’s Head on the 
Crest of the Seaforth Highland Regiment, 
in which so many members of my family 
have served completely without distine- 
tion. I have seen nothing in writing on 
the subject ; but, from the tales told to me 
at my mother’s knee and in the shade of 
my grandfather’s kilt, the story is some- 
what as follows: 

Shortly after the ’45 Rebellion when 
Prince Charlie was attempting to come 
back to the mainland from Skye, he was 
preceded by a MacKenzie of Seaforth, 
who, suffering various hardships in his 
evasion of the Sassenach Forces, sought 
refuge in a crofter’s butt ’n’ ben. Over 
the door was the skull of a stag’s head 
(the Cabar Feidch). 

Time passed and so did Prince Charlie; 
but, in recognition and remembrance of 
his sanctuary in the crofter’s care, Mac- 
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Kenzie made the Stag’s Head the crest of 
his followers and the House of Seaforth. 
The Seaforth Highland Regiment wear 
the MacKenzie tartan and carry as their 
badge a Stag’s Head mounted on St. An- 
drew’s Cross, with the words, “Giudich n 
Reich.” 
The Regimental toast is: 
‘*Slanch na Gael 
na ginn na gasgurrh 
Slanch na Cabar Feidh 
Giudich n Reich 
Slanch!’’ 

Being broadly interpreted this is easy to 
follow, including after hail to the Scots, 
reference to their families and their good 
fortunes, or in a simplified form, ‘‘ Here’s 
too-ee.’’ 


The Hen it is a Bonny Bird 

Towards the close of last century the 
best known man in Seotland was William, 
the Great McGonagall, the Poet of Dundee. 
MeGonagall was well aware of his own 


greatness. ‘‘I bow the knee,’’ he declared, 
*‘to Shakespeare, but to no other poet, 


living or dead!’ 

Fifty years ago this great soul brought 
mirth to many a Scottish home. I did not 
know until I read Mr. A. H. Chisholm’s 
fascinating article in the Sydney Morning 
Herald of 13th February, 1949, that there 
had been published A Choice Selection of 
his Best Pieces. I would give a lot to have 
a copy of this rare book. In his lifetime, 
the Great McGonagall was his own pub- 
lisher. As he wrote a poem, he would have 
it printed on a sheet which he himself 
peddled in his native town of Dundee at 
a penny a copy. Alas, these sheets were 
soon lost, but grown-up and little children 
carried the poems about imperfectly in 
their memory. I say ‘‘imperfectly’’ ad- 
visedly because it was the sort of stuff on 
which the mind delights to play variations. 
This fact may be illustrated by the poet’s 
best known lines: 

The hen it is a useful beast, 
And struts about the yard also; 
It sometimes lays an egg or two, 
Or three or four or more or so. 


Father (who kept his thental age down 


to 10 years) and I (not quite so advanced) 
recited these lines thousands of times, but 
always with variations, until eventually 
they settled down to something like this: 
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The hen it is a bonny bird, 
And so’s the River Clyde. 
Two and two makes four 
And then one more makes five. 
This variation would have offended the 
Great McGonagall for two reasons. “First- 
ly, the poet, unlike Burns and other lesser 
breed, scorned the Seottish dialect and 
would never have condesecended to use such 
a word as ‘“‘bonny.’’ Again, the attempt 
at rhyming of ‘‘Clyde’’ and ‘‘five’’ would 
have been beneath the poet’s contempt. 
Father and I recognized this point, and 
at first used to render the last line, ‘*‘ And 
perhaps one more beside.’’ However, we 
abandoned this after a time because it 
really doesn’t make sense. 
Now, the illiterate English among you 
may have jumped to the conclusion that 
the Great McGonagall was a boozer, and 
that, like so much of Burns, his work was 
whisky-inspired. Nothing is further from 
the truth. The ‘‘Dundonian Doyen of 
Doggerel’’ was a strict teetotaller. This is 
what he thought of ‘‘the Demon Drink’’— 
Alas, strong drink makes men and women 
fanatics, 

And helps to fill our prisons and lunatics; 

And if there was no strong drink such 
cases wouldn *t be " 

Which would be a very glad sight for all 
Christians to see. 

Notice the careful rhyming. In strict 
Scottish the word ‘‘lunatie’’ with 
‘*fanatic.’’ At least, that is the way the 
word was pronounced in my home, and we 
should know. It is only in the debased 
English used-in the lower part of Great 
Britain that the accent is on the first 
syllable. 

I would have you know that the spirit of 
the Great McGonagall was present in Flan- 
ders’ trenches in 1916-1918. The face of 
an Australian commander always became 
grim and taut when things went badly for 
his lads. But when matters were at their 
worst, his second-in-command, a_ Seot, 
would smile up at him and say, ‘‘ Never. 
mind, Chief, the hen it is a useful beast.” 
The magie of laughter never failed. 

Gentlemen, I give you the toast of 
McGonagall, coupled with my father’s 
own: 


agrees 


Here’s to auld Scotland, 
Her heroes may boast. 
May their names never dee, 
It’s a Hielanman’s toast. 
And that goes for McGonagall, too. 








